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TRENDS  IN  CONSUMER  CREDIT 
AFFORDABILITY 


THURSDAY,  JUNE  9,  1994 

House  of  Representatives, 
Subcommittee  on  Consumer  Credit  and  Insurance, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  10:05  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Joseph  P.  Kennedy 
[chairman  of  the  subcommittee]  presiding. 

Present:  Chairman  Kennedy,  Representatives  LaRocco,  Rush, 
Roybal-Allard,  Velazquez,  Watt,  Hinchey,  Maloney,  McCandless, 
King,  Knollenberg,  and  Lazio. 

Chairman  Kennedy.  The  subcommittee  will  please  come  to 
order. 

This  morning  the  subcommittee  examines  the  recent  trends  in 
the  availability  and  affordability  of  consumer  credit.  Today's 
consumer,  I  believe,  finds  himself  or  herself  walking  a  strange  eco- 
nomic landscape.  In  Dickens'  words,  "it  is  the  best  of  times,  and  the 
worst  of  times." 

It  is  the  best  of  times  because  in  the  past  IV2  years  the  economy 
has  created  hundreds  of  thousands  of  new  jobs,  inflation  is  at  its 
lowest  level  in  30  years,  except  for  1986  when  oil  prices  fell 
through  the  fioor,  banks  are  starting  to  lend  again,  and  the  Federal 
budget  deficit  is  finally  being  contained.  Finally,  we  seem  to  be  get- 
ting our  economic  house  in  order. 

On  the  other  hand,  consumers  and  businesses  are  coming  out  of 
economic  hibernation  and  being  greeted  with  a  wet  blanket  instead 
of  a  welcome  mat  by  our  Nation's  financial  institutions,  including 
its  central  bank.  Since  February,  Fed  actions  have  had  the  effect 
of  raising  short-term  interest  rates  by  about  1.25  percent  and  long- 
term  rates  by  a  comparable  amount.  Not  surprisingly,  lenders  have 
passed  on  this  increase  to  consumers,  giving  themselves  a  generous 
markup  in  the  process. 

As  a  result,  consumers  are  walking  up  to  the  teller  window  and 
finding  that  there  is  plenty  of  credit  available  but  that  it  is  not 
very  affordable.  Compared  to  a  year  ago,  the  average  consumer  is 
now  paving  an  extra  $103  per  month  on  a  $100,000  mortgage.  That 
is  another  $1,200  per  year,  and  an  added  $36,000  over  the  life  of 
a  30-year  note.  By  one  estimate,  this  year's  rate  increases  have 
kept  200,000  families  from  buying  a  home. 

This  new  debt  burden  is  nothing  more  than  a  hidden  tax  on  the 
middle  class.  It  increases  the  cost  of  all  forms  of  consumer  debt 
that  is  being  tied  to  interest  rates.  The  Fed's  1.25  percent  interest 
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rate  hike  will  cost  consumers  an  additional  $12.5  billion  this  year 
alone  on  credit  card  debt,  home  equity  lines  of  credit,  and  ARMs. 
That  is  a  lot  of  money  being  drained  from  our  economy  that  could 
be  going  toward  the  purchase  of  new  goods  and  services. 

To  add  insult  to  injury,  consumers  are  losing  on  the  savings  side 
as  well.  Not  only  are  they  paying  more  for  their  loans,  they  are  also 
receiving  less  on  their  deposits. 

A  recent  Consumer  Federation  study  shows  rates  on  money  mar- 
ket accounts,  NOW  accounts,  and  other  deposits  are  near  historic 
lows.  For  senior  citizens,  small  savers,  and  pensioners  this  creates 
a  serious  financial  squeeze.  They  are  paying  more  for  what  they 
buy  on  credit  and  getting  less  to  pay  for  what  they  need  to  live. 
For  lenders,  though,  that  fat  spread  between  rates  on  loans  and  de- 
posits has  helped  make  the  record  profits  that  the  industry  contin- 
ues to  enjoy. 

This  dilemma  was  not  supposed  to  happen.  Consumers  and  small 
businesses  should  not  be  facing  costlier  credit  just  as  the  economy 
is  moving  into  higher  gear.  Last  year.  Congress  and  the  American 
people  bit  the  bullet.  We  agreed  to  cut  the  deficit  by  $500  billion — 
based  largely  on  signals  from  the  Fed  that  rates  would  fall  and 
stay  low  and,  thus,  help  generate  growth. 

Since  then,  consumers  have  gone  out  and  contributed  mightily  to 
this  recovery  by  consuming  goods  and  services.  At  the  same  time, 
they  have  not  forced  serious  wage  increases  or  pulled  any  inflation- 
ary triggers.  In  fact,  no  tangible  threats  to  inflation  appear  at 
present. 

Yet,  what  have  consumers  gotten  in  return  for  their  sacrifices? 
A  series  of  interest  rate  hikes  that  have  made  it  tougher  to  buy  a 
home,  tougher  to  start  a  business,  and  tougher  to  pay  the  bills. 

Now  we  learn  in  today's  New  York  Times  that  the  Fed  may  be 
raising  rates  based  on  a  study  pretending  to  show  that  higher  rates 
will  drive  inflation  down,  which  in  turn  will  spur  higher  productiv- 
ity. But  the  link  between  low  inflation  and  high  productivity  has 
not  been  established.  In  fact,  many  economists  doubt  that  inflation 
has  any  negative  impact  on  productivity  until  it  tops  20  percent. 

More  importantly,  I  doubt  that  there  are  any  businesses  or  busi- 
ness people  in  this  country  who  would  say  that  higher  interest 
rates  will  help  them  modernize  and  hire  workers.  They  say  just  the 
opposite.  But,  unfortunately,  the  Fed  never  seems  to  talk  to  any 
real  people  before  coming  up  with  its  latest  rationale.  Some  say 
that  ultimately  these  rate  hikes  are  preventive  medicine,  a  preemp- 
tive strike  to  forestall  inflation  and  prolong  the  recovery.  But 
where  is  the  evidence  that  this  medicine  is  needed? 

I  hope  Governor  Lindsey  and  today's  other  distinguished  wit- 
nesses will  help  answer  this  and  other  important  questions  about 
what  consumers  can  expect  in  the  months  ahead. 

I  want  to  thank  Governor  Lindsey  in  particular  for  coming  here 
today.  We  know  that  he  has  had  to  rearrange  his  schedule  to  do 
so  and  we  will  do  our  best  to  ensure  that  he  is  out  the  door  to  his 
next  appointment  by  noon.  We  look  forward  to  hearing  whatever 
explanations  you  can  come  up  with  and  also  to  having  a  good  ex- 
change about  those  explanations. 


Let  me  now  turn  to  the  gentleman  from  the  California  desert  and 
the  ranking  member  of  the  subcommittee,  Mr.  McCandless,  for  an 
opening  statement. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman.  I  will  not  take 
much  time  with  an  opening  statement.  I  do,  however,  want  to  indi- 
cate to  our  witnesses  a  couple  of  issues  that  I  hope  they  will  ad- 
dress in  their  remarks. 

First,  I  am  interested  in  the  amount  of  consumer  installment 
credit  outstanding.  Has  it  been  increasing  or  decreasing?  Have  cus- 
tomers been  paying  off  old,  expensive  debts  with  new  cheaper  debt? 

Second,  I  am  curious  as  to  whether  banks  are  becoming  more 
willing  to  extend  credit.  Have  they  qualified  more  people  for  loans? 
Have  they  experienced  lower  rates  of  default?  These  are  the  types 
of  questions  I  would  like  answered. 

I  also  want  to  take  a  moment  to  encourage  our  witnesses  to  keep 
their  remarks  focused  on  the  topic  of  this  morning's  hearing.  I  look 
forward  to  a  discussion  of  the  availability  and  afifordability  of 
consumer  credit,  but  must  remind  our  witnesses  that  this  sub- 
committee does  not  have  legislative  or  oversight  jurisdiction,  for  in- 
stance, over  the  Fed's  monetary  policy  or  its  internal  procedures. 

And  with  that,  Mr.  Chairman,  I  want  to  welcome  our  witnesses 
this  morning  and  thank  them  in  advance  for  their  testimony. 

Chairman  KEhfNEDY.  Thank  you,  Mr.  McCandless.  Mr.  LaRocco. 

Mr.  LaRocco.  Thank  you,  Mr.  Chairman.  I  look  forward  to  this 
distinguished  panel  that  we  have  today.  I  don't  know  if  we  will  get 
into  what  the  consumers  are  doing  in  the  arena  of  savings.  That 
is  a  big  issue  of  mine,  not  only  what  they  are  doing  in  terms  of 
spending  and  consuming,  but  also  what  we  are  seeing  in  any 
trends  in  savings. 

So  I  hope  we  can  address  it  either  directly  or  peripherally  and 
I  commend  you  for  putting  this  balanced  panel  together,  and  I  will 
cease  my  remarks  so  we  can  get  the  Honorable  out  the  door,  as  you 
say. 

Chairman  KENNEDY.  Thank  you,  Mr.  LaRocco.  If  he  is  still  Hon- 
orable when  he  leaves. 

Mr.  King. 

Mr.  King.  Thank  you,  Mr.  Chairman. 

I  also  look  forward  to  the  testimony.  My  district  and  my  region 
still  are  mired  in  a  recession.  Credit  is  difficult  to  come  by  and  I 
will  also  be  looking,  as  Mr.  McCandless  is,  to  the  witnesses  to  tell 
us  exactly  what  the  availability  is  of  credit  from  banks  toward 
small  businesses.  They  have  suffered  severely  from  the  credit 
crunch. 

I  am  interested  in  knowing  exactly  what  steps  are  being  taken 
or  what  the  forecasts  are  for  credit  being  made  available  to  small 
businesses.  Thank  you,  Mr.  Chairman. 

Chairman  Kennedy.  Thank  you  very  much,  Mr.  King.  Ms. 
Velazquez. 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman,  and  good  morning  to 
our  witnesses. 

I  hope  this  hearing  this  morning  can  shed  some  light  on  recent 
and  disturbing  actions  by  the  Federal  Reserve  on  our  Nation's 
banks. 


First,  Congress  and  the  American  people  need  a  coherent  and 
understandable  explanation  for  the  Fed's  decision  to  raise  short- 
term  interest  rates.  As  far  as  I  can  tell,  the  Fed  has  been  chasing 
a  ghost  that  does  not  exist.  Inflation  is  not  the  great  threat.  The 
only  result  of  the  Fed's  actions  seems  to  be  hardship  for  consumers 
and  workers. 

Thousands  of  Americans  whose  dream  of  home  ownership  has 
come  true  because  of  favorable  mortgage  rates  may  be  in  for  a  lot 
of  lost  sleep.  The  Fed's  interest  rate  hike  can  mean  several  hun- 
dred dollars  more  every  month  in  mortgage  payments  for  many 
lower  and  moderate-income  families.  That  is  the  difference  between 
sinking  or  swimming.  Higher  interest  rates  can  also  mean  slower 
growth  and  less  exports  and  fewer  jobs.  The  American  work  force 
is  already  suffering  from  falling  wage  levels  and  underemployment. 

I  am  also  very  concerned  about  the  bank's  response  to^the  Fed's 
actions.  Banks  have  been  swift  to  raise  the  rates  for  money  they 
lend  out  to  customers  when  interest  rates  rise;  however,  the  banks 
have  been  slow  to  pay  out  higher  rates  to  customers  when  they  bor- 
row money.  Consumers  are  not  getting  a  fair  return  on  money  mar- 
ket and  NOW  accounts.  Bank's  customers,  home  buyers,  workers, 
and  we  in  Congress  need  some  answers.  I  hope  that  we  will  get 
some  today.  Thank  you. 

Chairman  KENNEDY.  Thank  you,  Ms.  Velazquez. 

Mr.  Lazio. 

Mr.  Lazio.  Yes,  thank  you,  Mr.  Chairman.  I  just  want  to  echo 
the  remarks  of  my  good  friend,  colleague,  and  neighbor,  Peter  King, 
and  also  welcome  the  witnesses.  I  look  forward  to  a  focused  discus- 
sion, as  Mr.  McCandless  noted,  on  the  degree  of  consumer  credit 
and  the  possible  initiatives  that  we  might  take  to  enhance 
consumer  credit. 

And  I  hope  we  do  not  get  into  a  hearing  where  we  are  simply 
focusing  on  bashing  the  Fed  without  potential  outlook  from  the  Re- 
serve side.  So  I  thank  you  for  the  opportunity  to  be  here,  Mr. 
Chairman. 

Chairman  Kennedy.  Thank  you  very  much,  Mr.  Lazio. 

Mr.  Watt,  do  you  have  an  opening  statement? 

Mr.  Watt.  No,  Mr.  Chairman.  I  am  just  looking  forward  to  the 
testimony. 

Chairman  KENNEDY.  Thank  you  very  much. 

There  being  no  further  opening  statements,  we  will  proceed  with 
our  first  witness.  You  will  have  your  entire  written  statement  sub- 
mitted for  the  record,  and  I  would  ask  you  to  limit  your  oral  state- 
ment to  5  minutes,  but  you  can  go  on  as  long  as  you  like  there, 
Larry. 

I  want  to  thank  Larry  Lindsey  for  coming  here  this  morning.  We 
appreciate  him  taking  the  time  and  adjusting  his  schedule  to  be 
here. 

Prior  to  joining  the  Federal  Reserve  Board,  Governor  Lindsey 
served  as  Special  Assistant  to  the  President  for  Policy  Development 
between  1990  and  1991  and  as  Associate  Director  for  Domestic  Eco- 
nomic Policy  from  1989  to  1990. 

Governor  Lindsey,  again,  we  want  to  thank  you  very  much  for 
your  willingness  to  come  forward.  We  look  forward  to  your  testi- 


mony  and  understanding  some  of  these  problems  a  little  bit  better. 
Thank  you  very  much.  Please  proceed. 

STATEMENT  OF  HON.  LAWRENCE  LINDSEY,  GOVERNOR, 
FEDERAL  RESERVE  BOARD 

Mr.  Lendsey.  Well,  thank  you  very  much,  Mr.  Chairman,  other 
members  of  the  subcommittee.  I  am  pleased  to  appear  here  today 
on  behalf  of  the  Board  of  Governors  to  address  the  issues  of 
consumer  credit. 

Mr.  Chairman,  I  will  focus  my  prepared  remarks  on  the  ques- 
tions you  raised  in  your  letter  of  invitation.  They  were  very  good 
questions.  They  involved  perhaps  some  detailed  answers  and  so  I 
hope  you  will  bear  with  me.  My  remarks  may  go  a  bit  over  5 
minutes. 

Let  me  begin  with  some  background. 

Two  months  ago  the  United  States'  economy  entered  the  4th  year 
of  its  current  economic  expansion.  While  this  expansion  began  on 
a  sluggish  note,  economic  growth  has  been  appreciable,  on  average, 
since  early  1992.  For  example,  real  gross  domestic  product  [GDP] 
expanded  3.9  percent  during  1992  and  3.1  percent  during  1993. 
During  the  first  quarter  of  this  year,  it  rose  at  an  annual  rate  of 
3  percent,  very  much  in  line  with  the  expectations  of  my  colleagues 
on  the  Federal  Open  Market  Committee. 

This  economic  expansion  has  resulted  in  moderate,  but  still 
healthy,  job  gains  and  falling  unemployment.  We  can  all  be  pleased 
with  the  decline  in  the  unemployment  rate  to  6  percent  in  the  lat- 
est survey  by  the  Bureau  of  Labor  Statistics. 

Now,  as  is  usually  the  case,  changing  spending  patterns  in  the 
household  sector  have  been  key  to  this  expansion.  For  example,  in 
inflation  adjusted  terms,  the  increase  in  personal  consumption  ex- 
penditures has  amounted  to  71  percent  of  the  total  expansion  in 
GDP  since  the  recovery  began.  If  anything,  the  importance  of  con- 
sumption has  increased  as  the  recovery  has  progressed.  Since  the 
first  quarter  of  1993,  for  example,  increased  consumption  has  ac- 
counted for  77  percent  of  the  total  expansion  in  GDP.  By  contrast, 
during  the  economic  expansion  from  1982  to  1990,  consumption 
growth  was  responsible  for  just  68  percent  of  the  growth  in  GDP. 

Investment  in  residential  real  estate  has  showed  a  similar  trend. 
During  the  current  expansion,  housing  has  accounted  for  16.4  per- 
cent of  the  growth  in  GDP.  I  would  point  out  housing  is  treated  dif- 
ferently than  is  personal  consumption  expenditures.  During  the 
1980's  expansion,  increases  in  housing  represented  only  6.2  percent 
of  the  increase  in  GDP.  So  if  we  put  these  two  categories  together, 
residential,  real  estate,  and  personal  consumption  expenditures, 
they  have  amounted  to  87  percent  of  GDP  growth  during  the  cur- 
rent expansion,  versus  74  percent  during  the  1980's.  Thus,  Mr. 
Chairman,  the  questions  you  asked  about  the  financial  health  of 
the  household  sector  and  its  continuing  access  to  credit,  are  par- 
ticularly pertinent  in  today's  economic  environment. 

Now,  again,  as  is  usually  the  case  in  economic  expansions,  higher 
levels  of  household  debt  have  helped  finance  this  increased  activity. 
As  policymakers,  we  should  recognize  that  households  are  the  best 
judges  of  their  own  financial  circumstances,  so  we  should  not  view 
these  increased  levels  of  debt  as  necessarily  good  or  bad.  Increased 


levels  of  household  income,  more  optimistic  attitudes  toward  em- 
ployment prospects,  and  generally  favorable  borrowing  conditions 
have  all  contributed  to  the  recently  increased  willingness  of  house- 
holds to  take  on  debt. 

The  first  question  in  your  letter  asked  about  the  recent  growth 
in  consumer  credit  and  how  it  compares  with  past  expansions.  I 
think  it  is  important  to  consider  various  types  of  credit.  Just  yes- 
terday, I  believe,  the  Fed  released  its  report  on  consumer  install- 
ment credit.  In  April,  installment  credit  grew  at  a  13.2  percent  an- 
nual rate,  following  a  revised  12.6  percent  rate  in  March.  That  was 
slightly  higher  than  the  11.2  percent  growth  rate  in  the  fourth 
quarter  of  last  year,  and  it  certainly  is  well  above  the  full-vear 
growth  of  6V2  percent  in  1993,  or  just  1  percent  in  1992.  Indeed, 
the  double-digit  pace  reached  over  the  past  half  year  in  this  type 
of  credit  is  the  highest  since  the  third  quarter  of  1986. 

Nevertheless,  it  is  hard  to  determine  conclusively  how  the  cur- 
rent rate  of  credit  expansion  compares  to  historic  norms.  Recall 
that  we  are  now  in  the  4th  year  of  an  economic  upswing.  As  the 
data  above  indicate,  installment  credit  growth  was  quite  subdued 
during  the  early  portions  of  that  expansion.  This  makes  qualitative 
comparisons  of  current  growth  with  that  in  comparable  periods 
somewhat  problematic.  The  resurgence  in  consumer  installment 
credit  has  come  later  than  usual  in  the  current  economic  expansion 
and  the  recent  pace  is  still  well  below  peak  rates  reached  during 
earlier  expansion  periods. 

The  comparability  of  the  data  on  credit  growth  is  also  somewhat 
limited  by  the  development  of  alternative  means  of  finance. 
Changes  in  consumer  tastes,  the  marketing  of  financing  alter- 
natives, and  the  tax  environment  can  all  affect  the  composition  of 
consumer  credit.  For  instance,  the  phasing  out  of  tax  deductibility 
of  interest  payments  on  nonmortgage  consumer  loans  after  1986 
has  prompted  a  shift  toward  the  use  of  home  equity  loans  and  less 
use  of  traditional  types  of  consumer  loans.  The  tailoring  and  pro- 
motion of  auto  leasing  to  individual  consumers  has  provided  them 
with  another  means  of  acquiring  cars  that  has  considerable  appeal 
for  a  lot  of  consumers. 

I  do  not  want  to  overstate  the  effect  of  these  alternatives.  Our 
staff  estimates  that  they  probably  trim  1  to  3  percentage  points  off 
the  growth  rate  of  installment  credit  in  recent  years. 

A  similar  type  of  credit  product  change  which  makes  the  com- 
parison across  business  cycles  difficult  has  been  the  development  of 
feneral  purpose  credit  cards.  I  was  startled,  Mr.  Chairman,  when 
looked  up  the  numbers  on  this.  As  recently  as  1970,  which  even 
for  you  and  me,  us  young  guys,  is  hardly  the  dark  ages,  consumer 
installment  credit  was  only  $10  billion.  Last  year,  from  bank  cards, 
it  was  $200  billion.  This  is  a  major  development  as  far  as  access 
to  credit  by  individuals.  Revolving  credit,  including  retail  store 
cards,  as  well  as  bank  cards,  is  now  the  largest  component  of 
consumer  credit  and  has  recently  surpassed  auto  credit. 

How  this  development  affects  consumer  balance  sheets,  however, 
is  somewhat  unclear.  A  considerable  amount  of  this  revolving  cred- 
it is  commonly  called  "convenience  credit"  because  it  is  repaid  by 
consumers  within  an  interest-free  grace  period.  Whether  one 
should  view  this  convenience  credit  as  debt  in  the  true  sense  is 


open  to  question.  But  because  that  credit  is  on  the  books  of  the 
credit  companies  at  the  end  of  the  month,  we  count  it  in  our 
statistics. 

The  contribution  of  convenience  use  of  credit  cards  takes  on  more 
importance  these  days  as  we  now  can  rack  up  frequent  flyer  miles 
or  points  toward  the  purchase  of  an  automobile  just  by  using  our 
credit  cards. 

Overall  credit  market  conditions  also  affect  the  consumer's  choice 
of  debt  and  makes,  again,  historical  comparison  problematic.  The 
consumers'  efforts  to  trim  debt  in  the  early  1990's  was  in  part  prob- 
ably a  reflection  of  the  wide  spreads  between  interest  rates  con- 
sumers were  paying  on  existing  loans  and  the  interest  rates  they 
could  earn  on  new  financial  assets. 

For  example,  a  consumer  with  a  maturing  certificate  of  deposit 
yielding  8  percent  might  choose  to  pay  off  a  10  percent  car  loan 
with  the  funds  when  the  new  certificates  come  due  and  may  yield 
only  3  or  4  percent.  This  spread  between  the  cost  of  borrowing  and 
the  cost  of  lending  can  be  viewed  as  the  cost  of  household  liquidity. 
And  households  elected  to  assume  less  liquid  positions  when  inter- 
est rates  fell,  reducing  both  the  level  of  debt  and  of  financial  asset 
holdings.  Again,  the  lack  of  comparability  of  these  developments 
with  other  business  cycles  makes  an  evaluation  of  consumer  debt 
positions  difficult. 

But  sifting  through  all  these  considerations,  I  do  think  it  is  fair 
to  say  that  the  strength  in  consumer  credit  seen  so  far  is  not  out 
of  line  with  historical  patterns.  We  also  need  to  look  at  the  ability 
of  households  to  support  the  debt.  The  stock  of  mortgage  and 
consumer  debt  relative  to  income  is  historically  high,  and  has 
begun  to  rise  a  bit  with  the  recent  rebound  in  debt  growth  after 
it  leveled  off  for  several  quarters. 

On  the  other  hand,  debt-servicing  payments,  covering  both  inter- 
est and  principal,  relative  to  income  suggests  a  net  decline  in  the 
burden.  Our  staffs  estimate  of  the  share  of  disposable  income  allo- 
cated to  scheduled  principal  and  interest  payments  by  the  end  of 
last  year  had  fallen  appreciably  since  the  beginning  of  the  decade. 
This  decline  resulted  from  the  slowdown  in  borrowing  as  well  as  to 
lower  borrowing  costs,  especially  those  resulting  from  the  surge  in 
mortgage  refinancing  that  accompanied  declines  in  mortgage  rates 
to  historically  low  levels.  More  recently,  as  household  debt  growth 
has  strengthened  and  interest  rates  have  turned  up,  debt-service 
payments  may  have  also  edged  up. 

The  prospective  risks  that  this  might  pose  are  probably  best  de- 
termined by  direct  measures  of  debt  payment  performance.  In  this 
regard,  delinquency  rates  on  consumer  and  mortgage  loans  have 
suggested  for  some  months  now  that  the  risks  associated  with  debt 
burdens  have  substantially  diminished.  According  to  both  the  in- 
dustry data  from  the  American  Bankers  Association  and  calcula- 
tions that  we  get  from  bank  call  reports,  consumer  loan  delin- 
quencies have  been  on  the  downswing  since  at  least  early  1992. 

The  ABA  series  for  all  loans  dropped  in  the  fourth  quarter  last 
year  to  its  lowest  level  since  the  first  quarter  of  1984.  Similar  evi- 
dence is  provided  by  data  on  past-due  auto  loans  at  the  auto  fi- 
nance companies  and  on  past-due  home  mortgages  reported  by  the 
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Mortgage  Bankers  Association.  Personal  bankruptcies,  although 
still  historically  quite  high,  have  also  declined  in  recent  months. 

Nonetheless,  looking  below  these  aggregate  statistics,  there  may 
be  some  reasons  to  believe  that  some  nouseh olds  have  not  made  as 
much  progress  as  the  averages  indicate  in  relieving  debt  burdens. 
I  have  remarked  elsewhere  that  there  is  some  evidence  to  suggest 
that  middle-income  households  who  carry  the  bulk  of  household 
debt  may  not  have  shared  fully  in  recent  income  growth  and,  thus, 
in  the  improvements  in  aggregate  debt-servicing  burdens. 

Your  second  question,  Mr.  Chairman,  dealt  with  the  availability 
and  afifordability  of  consumer  credit.  Availability  of  credit,  the  rel- 
ative willingness  of  creditors  to  make  loans,  has  increased.  For  in- 
stance, responses  to  the  Federal  Reserve  Senior  Loan  Officer  Opin- 
ion Survey,  indicate  that  banks  have  become  progressively  more 
willing  to  lend  to  consumers  since  shortly  after  the  end  of  the  re- 
cession in  1991.  Major  new  credit  card  plans  have  been  offered 
within  the  past  2  years,  such  as  joint  ventures  between  card  issu- 
ers and  major  auto  manufacturers. 

Many  factors  can  affect  the  availability  of  consumer  credit.  Ear- 
lier in  the  decade,  the  balance  sheet  strains  experienced  by  finan- 
cial institutions  resulting  from  heavy  recession-related  loan  losses 
and  the  need  to  meet  stricter  capital  requirements  strained  the 
availability  of  consumer  credit  and  indeed  all  other  types  of  credit. 
The  profitability  of  consumer  lending  remained  relatively  attrac- 
tive, however,  and  this  type  of  lending  was  probably  curtailed  less 
than  other  lines  of  credit. 

The  development  in  recent  years  of  a  secondary  market  for 
consumer  loans  through  securitization  of  auto  loan  and  credit  card 
receivables  has  also  been  a  net  plus  for  credit  availability  to  con- 
sumers. Securitization  has  enabled  banks  and  other  traditional 
lenders  to  households,  such  as  auto  finance  companies,  to  continue 
to  originate  consumer  loans  even  when  they  were  unable  to  profit- 
ably fund  these  credits  themselves.  This  has  brought  new  lenders 
into  the  market  as  indirect  suppliers  of  credit,  reducing  the  vulner- 
ability of  consumer  credit  to  the  difficulties  of  traditional  lenders. 

An  important  component  of  the  affordability  of  consumer  credit 
is  the  interest  rate  charged  on  consumer  loans.  As  you  know,  these 
rates  have  come  down  substantially.  Auto  loan  rates  at  banks  aver- 
aged 11  percent  in  1991,  but  have  dropped  to  7V2  percent  by  the 
first  quarter  of  this  year.  This  rate  is  dramatically  lower  than  it 
has  been  historically.  Indeed,  going  back  to  when  we  first  collected 
this  data,  way  back  in  1972,  we  found  no  lower  rate.  The  lowest 
we  had  was  when  the  data  started  in  1972,  and  that  was  10  per- 
cent. As  a  result,  the  affordability  of  automobiles  is  today  at  an  his- 
toric high.  Put  another  way:  Debt  payments  on  new  cars  relative 
to  income  are  at  an  historic  low. 

With  regard  to  revolving  credit,  our  series  on  credit  card  rates 
which  typically  has  shown  very  little  movement,  dropped  2  percent- 
age points  from  its  recent  high  in  early  1991.  However,  our  credit 
card  series  may  not  fully  take  into  account  the  increased  variety 
of  terms  that  have  emerged  in  this  area.  Market  segmentation  has 
significantly  complicated  the  analysis  of  effective  credit  card  rates. 
In  all  likelihood,  the  reduction  in  effective  rates  to  card  holders  is 
probably  greater  than  our  survey  suggests. 


The  third  question  in  your  letter  required  us  to  look  ahead.  In 
my  judgment,  prospects  for  the  availability  and  affordability  of 
consumer  credit  are  likely  to  remain  quite  favorable.  Early  this 
year,  the  FOMC,  anticipated  further  solid  gains  in  output  and  in- 
come in  1994  in  the  vicinity  of  3  percent  or  so,  a  view  that  seems 
to  have  been  confirmed  by  evidence  to  date.  Also,  private  fore- 
casters continued  to  expect  growth  of  around  3  percent  this  year. 
In  this  context  of  continued  economic  expansion,  and  given  the 
stronger  position  of  banks  and  other  lenders,  mortgage  and 
consumer  credit  should  be  in  quite  ample  supply.  This  situation 
will  be  buttressed  by  the  continued  development  of  active  markets 
for  securitized  mortgages  and  consumer  receivables. 

The  final  question  in  your  letter,  Mr.  Chairman,  raised  questions 
about  interest  rates  on  consumer  deposits  and  whether  they  are 
unusually  low  in  relation  to  market  rates  by  historic  standards.  It 
is  important  to  note,  again,  that  historic  comparisons  of  deposit 
rates  can  be  tricky,  in  part  because  retail  deposit  rates  were  sub- 
ject to  interest  rate  ceilings  prior  to  the  1980's.  Financial  market 
deregulation  and  innovations  during  the  1980's  have  clearly 
brought  tremendous  gains  to  savers,  particularly  those  who  rely  on 
consumer-type  accounts. 

It  should  be  kept  in  mind  that  rate  spreads  have  been  affected 
by  regulatory  costs  imposed  on  banks  and  thrifts  in  recent  years, 
notably  higher  deposit  insurance  premiums.  Still,  the  evidence 
shows  that  rates  on  NOW  accounts,  savings  deposits,  and  money 
market  deposits  have  been  very  sticky.  They  have  been  especially 
slow  to  respond  to  upward  movements  in  market  interest  rates,  al- 
though they  have  also  been  sluggish  in  the  downward  direction. 

In  1991  and  1992,  when  market  rates  of  interest  were  coming 
down,  interest  rates  on  these  accounts  dropped  less  rapidly,  mak- 
ing them  quite  attractive  in  relation  to  market  instruments,  such 
as  T-bills.  Rates  on  these  bank  deposit  accounts  continued  to  fall 
last  year  as  they  completed  the  adjustment  to  their  earlier  decline 
in  market  rates. 

Today,  these  rates  currently  appear  to  be  sticky  in  the  upward 
direction.  In  part,  I  think  this  stickiness  may  reflect  costs  associ- 
ated with  changing  such  deposit  rates.  These  costs  may  be  both  in- 
ternal administrative  and  market  based.  Holders  of  these  accounts 
seem  to  expect  stability  in  rates  and  are  prone  to  close  accounts 
and  move  balances  elsewhere  when  deposit  rates  are  cut. 

In  recent  years,  when  market  rates  declined  to  the  historically 
low  level  they  have  achieved  lately,  bankers  appeared  reluctant  to 
drop  rates  on  these  liquid  deposits  and  disturb  their  long-term  de- 
positors in  these  accounts.  During  earlier  rising  rate  environments, 
rates  on  such  accounts  lagged  earlier  upward  movements  in  market 
rates  as  well.  Banks  and  thrifts  had  been  unwilling  to  raise  rates 
on  these  accounts  as  costs  would  have  risen  for  all  accounts,  not 
just  new  ones.  Taking  this  historic  pattern  of  stickiness  into  ac- 
count, rates  on  these  types  of  deposits  do  not  appear  to  be  notice- 
ably out  of  line  with  previous  experience. 

In  the  case  of  retail  CDs,  rates  have  typically  adjusted  quite 
promptly  to  movements  in  market  interest  rates.  Unlike  the  liquid 
accounts  just  discussed,  adjusting  the  rate  on  such  time  deposits  in 
keeping  with  movements  in  market  rates  does  not  immediately  af- 
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feet  the  whole  cost  structure  of  time  deposits,  only  the  cost  of  new 
deposits  and  rollovers. 

Rates  on  retail  CDs,  nonetheless,  appear  to  have  been  on  the  low 
side  of  historic  norms  in  the  past  year,  in  part  because  loan  de- 
mand has  been  rather  weak.  In  recent  months,  though,  loan  de- 
mand has  firmed  and  rates  on  retail  CDs  have  been  rising  steadily 
as  banks  have  needed  to  raise  funds. 

In  conclusion,  Mr.  Chairman,  the  recent  strengthening  in 
consumer  credit  may  be  viewed  as  another  piece  of  evidence  that 
economic  expansion  is  firmly  in  place.  Credit  to  households  appears 
to  be  quite  readily  available  and  many  households,  having  com- 
pleted substantial  adjustments  to  alleviate  debt  servicing  and 
strains,  are  showing  they  are  again  willing  to  borrow  to  finance 
spending. 

Moreover,  changes  in  our  financial  system,  notably  the 
securitization  of  mortgage  and  consumer  debt,  will  better  ensure 
that  credit  suppliers  are  not  disrupted  by  the  financial  difficulties 
of  any  one  particular  segment  of  the  financial  services  industry. 

Thank  you  for  bearing  with  me,  Mr.  Chairman.  I  will  be  happy 
to  answer  your  questions. 

[The  prepared  statement  of  Mr.  Lindsey  can  be  found  in  the 
appendix.] 

Chairman  Kennedy.  First  of  all,  I  want  to  thank  you  again  for 
your  testimony  this  morning.  I  do  think  you  were  responsive  to 
many  of  the  questions  that  my  letter  proposed  and,  for  that,  I  ap- 
preciate your  response. 

I  think  that  the  facts  and  figures  that  you  have  provided  us  this 
morning  create  an  impression  that  while  the  economy  seems  to  be 
moving  ahead,  and  you  seem  to  be  satisfied  with  the  interest  rate 
structure  that  is  in  place,  it  does  seem  to  run  counter  to  what 
many  people,  particularly  in  my  district  and  many  of  the  busi- 
nesses that  I  speak  with  on  a  regular  basis,  are  telling  me.  There 
would  appear  from  recent  press  reports  to  have  been  a  direct  rela- 
tionship between  the  Congress'  willingness  and  the  President's 
willingness  to  come  to  grips  with  deficit  reduction  on  the  one  hand 
and  keeping  interest  rates  down  on  the  other. 

I  wonder,  first  of  all,  if  you  have  any  comment  on  those  press  re- 
ports that  suggest  that  if  we  had  gotten  deficit  reduction  of  $140 
billion  last  year — obviously,  you  are  aware  that  we  have  come  up 
with  500  billion  dollars'  worth  of  deficit  reduction  over  the  next  5 
years — that  in  fact  would  allow  us  to  keep  interest  rates  down  and, 
therefore,  allow  us  to  have  the  kind  of  stimulated  economic  policy 
that  many  people  feel  is  appropriate? 

From  our  perspective,  if  in  fact  there  was,  if  not  a  quid  pro  quo, 
at  least  a  basic  understanding,  it  seems  that  we  have  kept  our  end 
of  that  deal  and  that  the  Fed  has  not.  So  what  is  going  on? 

Mr.  Lindsey.  That  was  quite  a  question.  I  think  your  question 
was,  do  I  care  to  comment  on  the  press  reports?  The  answer  is  no, 
and  I  have  not  read  the  book  that  they  are  based  on.  So  there  is 
very  little  I  could  comment  on  in  that  regard,  Mr.  Chairman. 

Chairman  Kennedy.  Well,  if  you  do  not  want  to  comment  on  the 
book  or  the  press  reports  of  the  book,  how  about  on  the  notion  that 
if  in  fact  the  Congress  has,  and  the  administration  in  particular, 
has  done  a  good  job  in  terms  of  deficit  reduction,  that  we  ought  to 
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now  be  trying  to  keep  the  interest  rates  down  in  order  to  provide 
long-term  economic  growth  that  seems  to  be  being  stifled  by  the 
Fed's  current  policies  of  raising  rates,  with  inflation  at  2V4  percent. 

Mr.  LiNDSEY.  Well,  I  have  two  thoughts,  Mr.  Chairman.  The  first 
relates  to  your  question  about  deficit  reduction.  I  think  that  the 
fair  conclusion  one  would  make  is  that  the  fewer  borrowers  out 
there  in  general,  the  lower  interest  rates  will  be,  other  things 
equal.  And  the  fact  the  government  is  borrowing  less  means  that 
rates  are  lower  than  they  otherwise  would  have  been.  It  is  very 
hard  to  predict  how  much  that  is. 

It  is  important  to  bear  in  mind,  though,  that  we  are  in  the  midst 
of  international  credit  markets  that  are  enormous,  and  the  U.S. 
Government  is  maybe  the  largest  single  borrower  in  that  whole 
market,  but  as  the  size  of  the  entire  market,  it  is  relatively  small. 
So  that  will  be  the  first  thought  I  would  have. 

And  I  think  even  if  we  just  go  back  a  few  years,  1990,  Congress 
also  passed  a  $500  billion  deficit  reduction  package.  Indeed  at  that 
period,  interest  rates,  market  rates  in  the  world  still  tended  to  go 
up. 

The  real  strategy,  the  real  point  here,  and  I  took  the  point  earlier 
about  housing  affordability  quite  seriously,  I  think  it  is  important 
to  distinguish  between  strategy  and  tactics.  The  key  to  housing  af- 
fordability is  to  maintain  low  long-term  interest  rates.  And  there 
is  only  one  way  to  do  that  and  that  is  to  keep  inflation  down. 

If  you  look  at  the  realtors'  housing  affordability  survey,  or  any 
other  index  you  want  to  look  at,  housing  affordability  is  now  at  a 
record  high.  And  the  only  reason  for  that  is  that  for  12  years  we 
have  been  able  to  grind  inflation  expectations  out  of  the  system 
and  get  inflation  expectations  low  enough  that  long-term  rates  are 
low,  and  they  are  the  ones  that  are  key  to  home  buying. 

In  the  short  run,  this  may  require  a  rise  in  short-term  interest 
rates  to  keep  that  long-term  inflation  credibility  going.  That  is 
really  the  key. 

Chairman  KENNEDY.  I  appreciate  the  answer,  Grovernor  Lindsey, 
but  the  first  answer  you  gave  would  indicate  that  the  United 
States  is  no  longer  able  to  control  its  own  destiny  in  terms  of  our 
own  interest  rate  patterns  because  of  the  pressure  on  the  inter- 
national community. 

Now,  my  sense  is  that  the  Fed  has  believed  in  times  past  that 
the  United  States  still  has  control  over  its  own  destiny;  that  if  we 
do  get  our  own  spending  patterns  under  control,  that  we  send  a 
signal  to  the  long-term  markets  that  in  fact  they  do  not  have  to  en- 
sure against  inflation  and,  therefore,  the  long-term  interest  rates 
come  down.  And  when  that  happens,  you  provide  the  relief  on  the 
short-term  interest  rates.  I  thought  that  was  the  basic  equation  we 
were  looking  at.  Are  you  suggesting  that  that  equation  is 
inaccurate? 

Mr.  Lindsey.  One  thing  I  have  noticed  is  that  when  vou  get 
economists  together  they  can  all  say  the  same  thing  but  they  can 
say  it  as  many  different  ways  as  you  have  economists  before  you. 
So  I  will  stick  to  what  I  said.  There  is  no  question  that  the  less 
borrowing  that  occurs,  the  lower  interest  rates  will  be.  We  cannot 
predict  how  much  the  effect  will  be.  We  are  in  world  credit  markets 
and  we  have  to  keep  in  mind  that  we  are  not  the  only  person  that 
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affects  worldwide  interest  rates.  In  fact,  we  benefit.  As  the  world's 
largest  debtor,  we  benefit  from  the  fact  that  we  have  international 
credit  markets. 

Chairman  Kennedy.  I  appreciate  that. 

Mr.  LiNDSEY.  When  we  borrow  it  is  at  a  lower  rate  than  we  oth- 
erwise would  if  those  international  credit  markets  did  not  exist.  So 
I  am  not  sure 

Chairman  KENNEDY.  I  am  not  questioning  the  benefits  of  the 
international  money  markets,  Governor. 

Let  me  ask  this  question  a  different  way.  There  is  a  report  in  to- 
day's New  York  Times  that  suggests  that  one  of  the  reasons,  if  not 
a  primary  reason,  that  the  Fed  has  chosen  to  keep  a  high  short- 
term  rate  policy  is  the  linkage  between  productivity  growth  and 
low  inflation.  Do  you  lend  any  credence  to  that  report? 

Mr.  LiNDSEY.  Sir,  I  have  not  read  the  story  but  you  mention  a 
high  interest  rate  environment.  I  was  looking  for  my  economic  indi- 
cators here  for  the  last  time  the  Fed's  fund  rate  was  as  low  as  for 
this  quarter.  I  will  have  to  go  back  probably  20  years  to  the  kind 
of  interest  rate  environment  we  have  now.  So  I  am  not  sure  I 
would  necessarily  characterize  what  we  have  now  as  a  high  inter- 
est rate  environment. 

Chairman  Kennedy.  Listen,  I  cannot  go  statistic  to  statistic  with 
an  economist,  but  it  does  seem  to  me  instinctively  that  the  last 
time  the  Fed  raised  interest  rates  by  one-quarter  percent  when  in- 
flation was  at  less  than  2  percent  is  probably  just  as  long  a  period 
as  the  one  that  you  just  indicated,  wouldn't  you  agree? 

Mr.  LiNDSEY.  The  last  time  inflation  was  2  percent  was  in  the 
1950's. 

Chairman  Kennedy.  Right.  So  why  screw  with  a  well-oiled 
machine? 

Mr.  LiNDSEY.  In  order  to  keep  it  running. 

Chairman  Kennedy.  Yes,  well  there  are  a  lot  of  people  that 
broke  machines  doing  that. 

In  any  event,  one  final  question  before  I  go  to  Mr.  McCandless. 

The  chart  over  on  the  wall  over  here  would  indicate  that  while 
the  6-month  Treasury  notes  have  risen  substantially  as  a  result  of 
a  one-quarter  percent  increase,  that  the  amount  paid  to  depositors 
has  in  fact  stayed  very  low.  This,  obviously,  has  a  direct  result  on 
many  pensioners,  on  many  people  that  feel  too  unsophisticated  to 
invest  in  the  stock  market.  Also,  those  that  feel  that  because  of  the 
action  the  Fed  has  taken  that  in  fact  they  are  going  to  be  driven 
out  of  the  stock  market. 

They  see  100,  200,  300  points  a  day  decreases.  They  get  scared 
and  keep  their  money  in  a  bank  account  that  is  only  paying  3  or 
4  percent.  At  the  same  time,  the  bank  is  able  to  get  6  or  7  percent 
on  a  longer  term  rate  and  so  it  would  appear  that  the  banks  are 
unfairly  taking  advantage  of  this  interest  rate  spread. 

Do  you  think  that  is  true  and,  if  it  is,  do  you  think  we  should 
be  doing  anything  to  correct  it? 

Mr.  LiNDSEY.  Well,  I  think  you  asked  a  very  good  question  and 
that  is,  what  has  happened  during  the  February  to  May  period  dur- 
ing which  we  had  the  IV4  percent  rise  in  short-term  rates. 
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I  think  the  chart,  I  am  not  quite  sure,  but  I  think  it  says  April 
1993  to  April  1994,  the  two  data  points.  Let  me  give  you  the  Feb- 
ruary and  May  figures,  which  I  have  in  front  of  me  now. 

According  to  our  release  we  had  Tuesday,  and  I  was  studying  it 
this  morning,  48-month  new  car  loans  are  up  22  basis  points  be- 
tween February  and  May;  24-month  personal  loans  are  up  7  basis 
points;  120-month  mobile  home  loans,  which  comprise  the  largest 
part  of  the  other  category,  are  up  4  basis  points.  Credit  card  plan 
rates  are  up  9  basis  points.  The  CD  rates,  by  contrast,  are  up  39 
basis  points. 

So  I  think  if  you  look  at  the  period  we  are  particularly  talking 
about,  which  is  the  February  to  May  period,  that  the  recent  rising 
interest  rate  environment,  that  I  am  not  as  convinced  as  that  chart 
might  suggest  that  the  spreads  are  all  that  clearly  in  one  direction, 
moving  in  one  direction. 

Chairman  Kennedy.  I  am  not  going  to  pretend  I  understand  all 
those  numbers  you  just  gave.  But  I  will  tell  you  the  fact  is  I  do  un- 
derstand that  the  Treasury  bill  notes  are  up  higher  and  have  en- 
abled banks  to  charge  more  to  consumers  and  yet  when  consumers 
come  to  make  deposits  in  those  same  institutions,  they  are  not  get- 
ting the  same  benefit.  You  can  throw  more  stats  at  me  but  are  you 
disagreeing  with  that? 

Mr.  LiNDSEY.  Well,  again,  the  periods  over  there  is  1993  to  1994 
and  I  do  not  have  those  numbers  in  front  of  me  but  what  I  do 
know 

Chairman  Kennedy.  Well,  walk  down  the  street  and  look  at  a 
bank  window.  You  do  not  need  all  those  statistics.  You  can  look  in 
the  window  and  see  what  the  facts  are.  The  fact  is  that  you  get  3 
or  4  percent  for  your  money  if  you  make  a  deposit  and  banks  can 
get  6  or  7  percent  for  buying  a  T-bill;  right? 

Mr,  Lindsey.  The  T-bills  are  now  about  4^4  percent.  I  know  you 
have  the  people  who  authored  the  report  coming.  I  agreed  with  the 
conclusion  of  the  report,  that  the  key  here  is  for  consumers  to  shop 
around. 

Chairman  Kennedy.  Well,  let  us  assume  that  the  industry,  as  a 
whole,  is  in  fact  taking  advantage  of  the  rise  in  interest  rates;  and 
that  we  have  pumped  one  hell  of  a  lot  of  money  into  the  banking 
system  over  the  course  of  the  last  couple  of  years,  assuming  a  great 
deal  of  risk,  and  then  pretending  that  they  are  making  a  lot  of 
consumer  loans. 

I  do  not  question  there  is  a  lot  of  money  available  in  banks 
today,  and,  therefore,  the  Fed  says  there  is  no  credit  crunch.  But 
the  lact  of  the  matter  is  there  is  not  a  lot  of  economic  activity  tak- 
ing place  in  terms  of  small  business  lending  from  many  of  those 
same  banks,  and  that  is  a  problem  that  the  Fed  seems  to  continue 
to  have  its  head  stuck  in  the  sand  about. 

You  have  all  these  statistics  to  tell  you  that  the  banks  are  get- 
ting healthier,  that  things  are  getting  good.  But  the  reality.  Gov- 
ernor Lindsey,  is  that  there  are  an  awful  lot  of  businesses  that  are 
out  there  that  feel  that  they  are  getting  hammered  as  a  result  of 
8  or  9  percent  interest  rates.  There  are  an  awful  lot  of  home  buyers 
that  are  out  there  that  feel  that  they  are  being  pushed  out  of*^the 
market  because  of  8  or  9  percent  interest  rates.  And  the  answer 
the  Fed  ultimately  gives  as  its  rationale  for  raising  those  interest 
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rates  is  because  of  inflation,  which  is  at  2  percent.  And  it  just 
would  not  appear  from  any  rational  perspective  that  it  is  justified 
to  raise  rates  at  this  time. 

One  final  question.  Do  you  anticipate  that  interest  rates  will  be 
raised  if  in  fact  the  inflation  rate  were  to  stay  as  it  is  today?  Would 
you,  in  fact,  expect  that  interest  rates  would  be  raised  sometime 
within  the  next  year  or  so? 

Mr.  LiNDSEY.  Congressman,  there  is  no  way  I  could  predict  or 
would  predict  what  is  going  to  happen  to  interest  rates.  That  would 
be  quite  inappropriate.  We  would  have  people  storming  those 
doors,  if  we  did.  And  I  am  going  to  respectfully  decline  to  answer 
that  question  and  the  answer  is,  I  do  not  know.  So  that  would  be 
the  best  I  could  do  for  you. 

Chairman  KENNEDY.  I  appreciate  that  you  cannot  predict  where 
interest  rates  are  going  to  go.  However,  there  is  a  great  deal  being 
written  about  what  the  Fed  is  attempting  to  do  with  its  inflation 
policy,  and  that  has  caused  it  to  raise  rates  at  a  point  where  an 
awful  lot  of  people  are  scratching  their  head  trying  to  figure  out 
what  you  are  trying  to  accomplish. 

It  does  not  appear  on  the  surface  to  have  any  rational  justifica- 
tion at  this  point.  And  after  listening  to  your  testimony,  I  do  not 
understand  what  it  is  that  the  Fed  is  ultimately  trying  to  do.  I  un- 
derstand the  statistics  that  you  gave  us,  but  I  do  not  understand 
why  you  are  raising  the  interest  rates  at  this  point. 

Mr.  LiNDSEY.  Again,  I  think  the  key  is  the  difference  between 
strategy  and  tactics.  What  we  are  trying  to  do  is  maintain  over  the 
long  term  as  low  an  inflation  rate  as  possible  consistent  with  eco- 
nomic growth  so  that  inflation  expectations  come  down,  long-term 
rates  come  down,  and  housing  affordability,  which  is  what  we  both 
care  about,  stays  at  its  current  record  highs.  Houses  are  now  more 
affordable  to  more  people  than  they  have  been  since  we  started  col- 
lecting the  data  in  the  early  1970's. 

Chairman  Kennedy.  Obviously,  they  are  not  as  affordable  as 
they  were  a  few.  months  ago. 

Mr.  LiNDSEY.  Well,  OK. 

Chairman  Kennedy.  They  just  are  not. 

Anyway,  Mr.  McCandless.  Thank  you  very  much.  Governor 
Lindsey. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman. 

Going  back  to  the  subject  of  the  hearing,  as  I  said  in  my  opening 
statement,  first,  I  am  interested  in  the  amount  of  consumer  install- 
ment credit  outstanding.  Has  it  been  increasing  or  decreasing? 
And,  more  importantly,  or  equally  important,  have  consumers  been 
paying  off  old  expensive  debts  with  new  cheaper  debts?  Would  you 
care  to  comment  on  that? 

Mr.  Lindsey.  Yes,  Mr.  McCandless. 

First,  consumer  debt  has  been  increasing  very,  very  dramatically. 
We  had  a  12.6  percent  increase  in  March,  13.2  percent  annual  in- 
crease in  April,  that  is  for  overall  debts. 

Mr.  McCandless.  You  gave  us  those  figures,  11  percent  in  the 
last  quarter  of? 

Mr.  Lindsey.  Eleven  percent  in  the  previous  quarter.  That  is  up 
very,  very  sharply.  We  have  1  percent  growth  in  1992  and  6V2  per- 
cent growth  in  1993  and  now  we  are  clearly  into  double  digit  rates. 
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With  particular  focus  on  credit  card  rates,  in  April  we  had  a  20.7 
percent  increase  in  credit  card  borrowing.  That  was  off  a  low 
March  number,  but  it  is  certainly  clear  that  credit  card  borrowing 
is  up  in  double  digit  rates  and  the  funds  obviously  are  available  to 
finance  those  at  very,  very  rapid  growth  rates  in  both  auto  loans 
and  revolving-type  loans. 

The  second  question  you  asked  was  whether  folks  are  paying  off 
higher  rate  loans,  taking  advantage  of  lower  rate  loans.  There  is 
no  question  that  is  going  on.  It  is  hard  for  me  to  give  you  a  hard 
and  fast  number,  but  we  are  talking  about  tens  of  billions  of  dollars 
of  higher  rate  loans  being  paid  off  with  lower  rate  loans.  Indeed, 
even  though  borrowing  is  now  picking  up,  and  even  though  interest 
rates  are  moving  up  in  the  last  few  months,  it  is  unclear  that  total 
debt-service  burdens  are  rising,  for  exactly  the  reason  that  you  just 
mentioned. 

If  retirement  of  old  high  rate  loans  means  that,  it  may  be — we 
will  not  have  the  data  for  a  few  months — that  we  are  still  seeing 
a  decline  in  debt-service  burdens. 

Mr.  McCandless.  In  the  definition  of  consumer  installment,  as 
far  as  you  see  it,  would  you  say  that  that  would  include  a  small 
businessman  or  are  we  talking  solely  about  the  purchase  of  goods 
and  services? 

Mr.  LiNDSEY.  The  data  that  was  before  me  did  not  include  di- 
rectly loans  to  small  businesses.  I  did  not  have  that  in  one  of  the 
questions. 

Mr.  McCandless.  Commissions,  sales,  contracts,  credit  cards, 
and  that  kind  of  thing? 

Mr.  LiNDSEY.  Yes. 

Mr.  McCandless.  Do  you,  in  compiling  your  analyses,  distin- 
guish between  condition  of  sales  contracts  or  terms  that  are  speci- 
fied for  a  certain  length  of  time  versus  the  revolving  credit;  that 
is,  credit  cards?  Do  you  distinguish  between  those  two? 

Mr.  LiNDSEY.  Yes.  For  example,  we  have  personal  loans  sepa- 
rated out  from  revolving  credit.  I  could  probably  give  you  almost 
any  cut  you  wanted.  I  would  hope  I  could. 

The  point  on  small  business  lending  that  is  important  to  make, 
startup  businesses,  the  smallest  businesses,  what  we  often  think  of 
as  small  businesses,  are  generally  equity  financed  as  opposed  to 
debt  financed.  To  the  extent  they  are  debt  financed,  to  the  extent 
the  entrepreneurs  are  borrowers,  it  is  often  home  equity  lines  or 
credit  cards  that  they  use  to  finance  the  startup  purchase.  So  in 
that  sense,  I  could  not  separate  out  credit  card  borrowing,  home  eq- 
uity borrowing  that  is  used  ultimately  for  a  business  purpose  from 
that  that  is  used  for  another  household  purpose. 

Mr.  McCandless.  One  of  the  criticisms  being  levied  on  the  sys- 
tem is  that  the  spread  is  too  great  between  the  fellow  who  receives 
interest  on  his  CD  and  the  person  who  comes  in  and  borrows  that 
money  from  the  bank. 

I  am  reminded  of  a  2-2-2-2  formula  many  years  ago  that  was 
applied  to  a  savings  and  loan.  The  manager  came  in  at  10,  worked 
2  hours,  then  took  2  hours  for  lunch,  then  came  back  and  worked 
2  hours.  They  paid  4  percent  and  got  6  percent,  so  there  was  a  2 
percent  spread.  Then  he  went  off  and  played  golf.  And  that  seemed 
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to  have  gone  on  for  many,  many  years  successfully  with  the  2  per- 
cent spread. 

In  my  limited  time  here  in  Congress,  I  have  noted  that  we  have 
the  Community  Reinvestment  Act,  we  have  a  Community  Invest- 
ment Program,  and  that  we  have  increased  substantially  the 
savings  insurance  on  deposits.  Do  you  keep  track  of  what  it  costs 
to  correctly  discharge  those  obligations  as  established  by  the 
regulators? 

Mr.  LiNDSEY.  We  do  not.  I  know  that  some  of  the  trade  associa- 
tions do.  There  is  no  question,  however,  that  you  are  correct  in  that 
the  cost  of  intermediation  through  the  bank  system  has  increased 
for  the  reasons  you  have  stated,  and  for  other  regulatory  reasons, 
including  higher  deposit  insurance  premiums,  greater  capital  re- 
quirements, and  what  have  you.  Tliere  is  no  question  that  quali- 
tatively spreads  would  have  to  rise  to  cover  those  costs. 

Mr.  McCandless.  Mr.  Chairman,  there  are  many  things  I  would 
like  to  talk  about  here.  I  am  reminded  when  I  sold  my  business  in 
1975  I  wondered  why  I  was  ever  in  business  because  I  was  able 
to  get  CDs  for  90  days  at  21  percent,  and  those  days  are  probably 
gone  for  quite  some  time,  but  they  were  very  enjoyable  for  someone 
who  had  savings  and  very  distressing  for  someone  who  was  borrow- 
ing money  to  maintain  a  business  operation. 

And  when  we  talk  in  terms  of  a  quarter  of  a  percent  or  a  half 
a  percent  now,  in  1976,  that  was  a  drop  in  the  bucket.  Thank  you, 
Mr.  Chairman. 

Chairman  KENNEDY.  Thank  you  very  much,  Mr.  McCandless.  Mr. 
LaRocco. 

Mr.  LaRocco.  Thank  you,  Mr.  Chairman. 

Governor  Lindsey,  I  know  you  cannot  answer  that  question  that 
the  chairman  posed  about  interest  rates  but  I  have  an  easy  ques- 
tion for  you  that  will  help  everybody  in  this  room.  Which  way  is 
the  stock  market  going?  You  are  not  going  to  answer  that,  eitner. 

Mr.  Lindsey.  Well,  you  know,  I  am  lucky  I  cannot  play  the  mar- 
ket because  that  way  I  get  to  keep  the  money  I  earn. 

Mr.  LaRocco.  There  you  go.  We  have  refinanced  a  lot  of  mort- 
gages in  this  country  and  that  put  a  lot  of  money  in  people's  pock- 
ets, just  good  old  availability  of  spending.  Did  tnat  have  anything 
to  do  with  the  economic  recovery?  Where  did  that  money  go  when 
people  were  refinancing  their  homes  at  tremendous  amounts?  What 
do  you  know  about  that? 

Mr.  Lindsey.  We  had  estimates  done  by  our  staff.  Again,  I  don't 
think  anyone  knows  for  sure  the  number,  but  we  are  talking  about 
perhaps  $20  billion.  As  much  as  perhaps  $20  billion.  A  lot  of  that 
went  into  consumption,  I  think. 

The  numbers  I  cited  in  my  testimony  suggested  a  very  large  con- 
sumption share  of  the  current  expansion,  and  I  have  to  bet  that  is 
where  the  money  went,  although  money  is  fungible  and  you  cannot 
trace  any  particular  dollar. 

Mr.  LaRocco.  And  that  is  based  on  the  timing  of  that  when  a 
lot  of  people  were  refinancing?  Many  people  ended  up  saving  $400 
or  $500  a  month  on  their  mortgages  based  on  the  refinancings  and 
shortening  the  term  and  so  fortn. 

Mr.  Lindsey.  Absolutely. 

Mr.  LaRocco.  I  know,  I  was  one  of  those  myself. 


17 

You  had  mentioned  there  was  a  dramatic  increase  in  credit  card 
debt.  I  think  you  had  said  it  reached  $200  billion  and  you  were  a 
bit  amazed  at  that.  What  is  the  average  interest  rate  on  that,  do 
you  know? 

Mr.  LiNDSEY.  Well,  what  we  collect  is  not  an  average  interest 
rate  but  a  median  interest  rate,  and  that  was  16  something;  16.2, 
it  is  in  my  testimony.  Not  all  of  that  $200  bilHon,  however,  is  sub- 
ject to  interest.  A  lot  of  folks,  and  I  try  to  be  one  of  them,  not  al- 
ways, but  I  try  to  be  one  of  them,  pav  off  the  whole  balance.  I  will 
still  have  a  balance  on  the  books  of  the  credit  card  company  at  the 
end  of  the  month.  So  the  amount  I  am  sending  them  a  check  for, 
to  cover  what  I  spent  that  month,  will  be  in  the  $200  billion  be- 
cause they  will  not  have  cashed  the  check  yet.  That  convenience 
use  is  generally  not  subject  to  that  rate. 

I  am  not  sure  exactly  what  the  ratio  is.  I  would  be  happy  to  get 
it  for  you  and  send  you  up  the  answer  as  to  how  much  is  actually 
subject  to  that  rate. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  LaRocco.  But  you  expressed  some  surprise  when  you  looked 
at  the  statistics.  What  does  that  tell  you  as  an  economist  or  what 
does  that  tell  the  Fed? 

Mr.  LiNDSEY.  What  that  told  me  is  that  we  had  a  product  devel- 
opment here  that  is  very,  very  exciting.  That  consumers  now  have 
access  to  a  method  of  finance  that  they  did  not  have  before. 

Credit  cards  were  very  much  a  novelty  in  the  1960's.  These 
types,  not  store  cards  but  general  purpose  credit  cards,  have  great- 
Iv  increased,  the  means  of  financing  have  greatly  increased,  and  I 
think  consumers  are  better  off  as  a  result. 

Furthermore,  securitization  of  that  type  of  debt  means  that  ac- 
cess of  consumers  to  credit,  certainly  the  growth  in  credit  cards, 
has  been  facilitated. 

Mr.  LaRocco.  Has  the  Fed  seen  a  great  increase  in  margin  ac- 
counts, margin  debts  as  well  with  the  increase  in  stock  portfolios 
with  the  runup? 

Mr.  LiNDSEY.  We  saw  an  increase  in  margin  debt  last  year.  The 
increase  in  margin  debt  has  tapered  off  somewhat  this  year.  Again, 
I  would  be  happy  to  send  you  the  statistics. 

Mr.  LaRocco.  That  would  be  interesting. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Do  you  have  any  profile,  any  demographics  on  the  increase  in 
consumer  debt?  In  other  words,  are  young  people  going  into  debt 
at  a  greater  rate?  Is  there  anything  that  is  disturbing  or  interest- 
ing that  you  can  report  to  the  subcommittee  at  this  time? 

Mr.  LiNDSEY.  Our  best  source  of  data  on  that  is  probably  the 
Survey  of  Consumer  Finances.  We  do  it  every  3  years.  We  are 
about  to  see  the  1992  numbers  come  out,  and  I  think  that  would 
be  a  very  important  question  to  look  at. 

Mr.  LaRocco.  I  would  say  on  housing  affordability,  the  Housing 
Subcommittee  at  my  request — I  made  a  request  of  Chairman  Gon- 
zalez they  hold  a  hearing  here  on  housing  affordability  based  on 
rising  timber  prices.  That  is  having  quite  an  effect,  quite  frankly, 
on  housing  affordability. 

The  homebuilders  testified  before  this  subcommittee  that  80,000 
to  100,000  Americans  have  been  priced  out  of  the  market,  generally 
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the  first-time  home  buyer,  because  of  the  increase  in  lumber  prices 
based  on  the  unavailability  of  timber  in  the  pipeline  coming  out  of 
the  Northwest.  And  we  saw  a  spike  up  in  lumber  futures  and  so 
forth.  It  has  moved  down  a  little  bit,  but  I  would  not  disregard 
that. 

In  fact,  some  of  my  criticism  of  the  Fed  has  been  you  looked  at 
those  commodity  increases  which  were  aberrational  because  they 
were  based  on  lawsuits  and  dealing  with  the  ESA  and  other  things 
in  the  Northwest  when  it  was  really  not  part  of  the  structure  of 
the  economy  that  the  chairman  had  mentioned  in  moving  away 
from  increasing  deficits  and  so  forth. 

I  thought  that  the  Fed  had  overreacted  at  some  points  to  those 
kinds  of  spikes  up,  when  really  we  are  trying  to  deal  with  it  and 
we  just  saw  it  centered  in  a  certain  region  of  the  country.  But  there 
is  no  question  that  it  has  had  an  impact  on  the  price  of  homes. 
Every  100,000  home  buyers,  I  think,  affects  about  235,000  jobs  in 
this  country.  So  it  was  not  minimal. 

And  you  know,  we  know  that  you  cannot  buy  up  if  you  cannot 
buy  in  or  move  up  if  you  cannot  move  into  a  home.  So  I  have  been 
concerned  about  that  and,  of  course,  we  produce  a  lot  of  timber  in 
Idaho.  Do  you  have  any  thoughts  about  timber  prices  and  how  you 
looked  at  that  at  the  Fed? 

Mr.  LiNDSEY.  With  regard  to  timber  prices,  I  very  much  share 
your  skepticism  with  regard  to  the  reason  for  runup;  that,  of 
course,  it  is  very  hard  to  decompose  but  then  we  have  to  separate 
out  a  microeconomic  phenomena,  the  various  environmental  con- 
cerns that  you  have  expressed,  from  a  general  inflation  push. 

One  way  of  doing  that  is  to  look  at  timber  prices  abroad,  and 
there  is  no  question  that  there  is  an  inflation  component  in  there. 
But  I  agree  with  you,  there  are  a  lot  of  other  factors  at  work. 

Mr.  LaRocco.  Well,  this  is  not  your  concern  but  I  have  been 
pushing  on  the  administration  to  come  up  with  a  short-term  solu- 
tion so  that  we  can  get  some  timber  into  the  pipeline.  It  has  had 
economic  effects  that  we  have  seen,  and  I  hope  that  they  do  deal 
with  it  in  the  short  term. 

Mr.  Chairman,  my  time  has  expired.  Thank  you. 

Chairman  Kennedy.  Thank  you  very  much,  Mr.  LaRocco.  Mr. 
King. 

Mr.  King.  Thank  you,  Mr.  Chairman. 

Governor  Lindsey,  I  realize  you  told  Mr.  McCandless  you  do  not 
have  data  with  you  as  far  as  small  business,  but  can  you  give  us 
an  educated  estimate  as  to  whether  the  increase  in  credit  availabil- 
ity to  small  businesses  is  increasing  at  the  same  ratio  as  it  is  to 
households;  and  also  how  this  compares  with  previous  recoveries? 

Mr.  Lindsey.  I  will  do  my  best.  My  very  able  staff  passed  me  two 
points  I  can  pass  along  to  you.  The  first  is  that  our  most  recent 
Survey  of  Bank  Loan  Officers,  which  is  a  survey  of  terms,  indicates 
that  ftirther  easing  of  standards  and  terms,  such  as  the  cost  of 
credit  line  spreads,  covenants,  and  so  forth,  has  been  going  down 
steadily  for  2  years.  So  we  have  a  2-year  trend  from  the  bank  loan 
officers'  point  of  view  that  they  are  easing  their  standards. 

Second,  from  the  NFIB,  which  would  be  from  the  borrowers' 
point  of  view,  their  surveys  have  suggested  that  credit  availability 
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is  not  much  of  a  problem  when  small  businesses  are  asked  to  rank 
their  problems.  Credit  availability  comes  way  down  the  list. 

Respondents  indicated  that  credit  problems,  in  fact,  on  an  his- 
toric basis,  are  lower  than  they  have  traditionally  been.  So  that 
might  be  some  help  to  you. 

Mr.  King.  It  is.  Do  you  have  any  idea  what  the  NFIB  rated  cred- 
it availability?  You  said  it  is  not  a  major  problem  now.  Do  you 
know  how  they  rated  it  several  years  ago? 

Mr.  LiNDSEY.  I  would  be  happy  to  provide  it  in  answers  that  I 
send  up.  I  do  not  have  it  now. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  King,  One  final  question.  In  your  testimony  you  touched  on 
this,  but  if  you  can  give  me  some  more  detail  about  whether  or  not 
banks  have  been  willing  to  extend  more  credit  to  consumers  and 
as  the  rates  of  default,  are  they  going  down? 

Mr.  Lendsey.  Rates  of  default  are  going  down  very,  very 
dramatically. 

Mr.  King.  On  banks  loans,  I  am  talking  about. 

Mr.  LiNDSEY.  That  is  correct,  on  bank  loans.  It  is  true  on  home 
mortgages,  true  on  auto  loans,  true  on  credit  card  loans.  In  other 
words,  it  is  true  across  the  board  with  regard  to  the  consumer 
sector. 

Mr.  King.  OK.  Thank  you,  Mr.  Chairman.  I  have  no  further 
questions. 

Chairman  Kennedy.  Thank  you,  Mr.  King.  Mr.  Watt. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 

Mr.  Lindsey,  on  page  8  of  your  testimony,  you  indicate  that  there 
is  some  evidence  to  suggest  that  middle-income  households,  who 
carry  the  bulk  of  household  debt,  may  not  have  shared  fully  in  re- 
cent income  growth  and  improvement  in  aggregate  debt-servicing 
burden. 

I  wonder  if  you  could  expand  on  that  a  little  and  tell  us  what 
you  are  finding  in  that  area  insofar  as  both  middle-income  house- 
holds and  low-income  households. 

Mr.  LiNDSEY.  A  little  background.  I  did  my  own  household  bal- 
ance sheet  at  the  beginning  of  the  year  to  try  to  figure  out  and  ex- 
plain to  my  wife  why  we  did  not  have  any  money  in  the  bank  and 
it  turns  out  we  did  spend  all  the  money  that  came  in  pay.  And  I 
puzzled  over  it  and  I  began  to  wonder  if  this  was  generally  true. 

What  I  did  was  to  look  at  various  sources  we  have  at  the  Fed. 
What  seems  to  have  happened  is  that  during  the  recent  expansion, 
1993,  in  particular,  the  share  of  wages  in  the  total  growth  of  per- 
sonal income  was  substantially  below  what  it  had  been  before.  We 
are  pushing  around  40  percent,  as  I  recall.  I  will  be  happy  to  send 
you  the  detailed  numbers.  During  the  1980's  that  number  was 
closer  to  two-thirds. 

So  wages  are 

Mr.  Watt.  Forty  percent  as  opposed  to  two-thirds. 

Mr.  LiNDSEY.  As  opposed  to  two-thirds  during  the  1980's.  So,  to 
me,  the  indication  that  wage  share  of  personal  income  growth  was 
historically  low  probably  is  an  indication  that  middle-income  house- 
holds who  rely  on  that  are  being  hit. 
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We  do  not  know  it  distribution  ally.  What  was  high  during  1993 
was  transfer  payments  as  a  share  of  personal  income  growth.  They 
were  higher  than  they  traditionally  had  been. 

Most  of  those  transfer  payments,  as  you  know,  also  go  to  middle- 
income  households.  So  I  think  the  demographic  fact  that  I  con- 
cluded was  that  if  vou  look  at  what  I  would  call  middle-aged, 
middle-income  housenolds,  you  can  conclude  that  probably  they  are 
getting  a  below  normal  share  of  income  growth  in  this  expansion — 
we  do  not  have  the  data  on  higher  income  households  for  this  ex- 
pansion yet,  we  will  soon,  but  probably  elderly  households  are 
probably  getting  an  above  average  share  of  income  growth.  These 
were  1993  data. 

Mr.  Watt.  How  would  you  categorize  the  increase  in  credit  card 
debt  insofar  as  high-income  people,  middle-income  people,  and  low- 
income  people? 

Mr.  LiNDSEY.  When  I  go  back  I  will  look  and  try  to  dig  up  some 
good  numbers  for  you.  What  I  would  emphasize,  again  without  the 
numbers  in  front  of  me,  is  the  key  difference  between  convenience 
users  of  credit  and  those  who  use  credit  to  maintain  balances.  My 
hunch  is  that  the  convenience  use  of  credit  would  tend  to  rise  with 
income.  It  is  probably  a  moderately  expensive  way  of  carrying  debt. 
So  I  would  think  that  those  who  have  the  income,  or  those  who 
have  alternative  means  of  finance,  would  probably  elect  them. 

It  is  hard,  on  the  other  hand,  if  you  look  at  the  lower  end  of  the 
spectrum,  my  suspicion  is  that  there  is  probably  relatively  modest 
amounts  of  credit  card  use.  Most  credit  cards  involve  an  income 
threshold,  and  I  would  think  that  credit  lines  would  certainly  be 
correlated  with  income.  So  I  think  the  capacity  to  take  on  credit 
card  debt  is  probably  quite  low,  at  the  lower  end  of  the  income 
spectrum. 

Those  would  be  hunches  that  I  have,  and,  again,  I  would  be  very 
happy  to  do  it  myself  and  put  our  staff  to  work  to  get  you  some 
more  detail  on  that,  if  we  can. 

Mr.  Watt.  That  would  be  helpful. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

I  think  the  point  I  am  trying  to  get  to  is  Mr.  McCandless  raised 
some  questions  about  the  cost  of  various  services  in  the  system.  I 
am  wondering  whether — have  you  done  any  work  on  the  cost  of  the 
provision  of  this  convenience  credit  and  who  is  bearing  that  cost 
and  who  that  cost  is  getting  shifted  to? 

It  seems  to  me  that  one  could  make  a  reasoned  assumption, 
although  I  certainly  do  not  profess  to  have  analyzed  this  in  any 
detail,  that  that  convenience  credit  is  going  to  the  benefit  of  high- 
income  people  and  is  being  paid  for  by  middle-income  and  lower 
income  people  who  tend  to  carry  those  balances  longer  and  end  up 
paying  some  of  the  highest  interest  rates  that  are  in  the  system 
now  anywhere  is  on  credit  cards,  if  you  go  beyond  that  convenience 
period,  as  you  have  characterized  it. 

Mr.  LiNDSEY.  Well,  the  credit  card  companies  are  quite  talented 
at  marketing,  and  there  is  a  large  amount  of  market  segmentation 
going  on.  I  suspect  that  there  is  probably  not  a  lot  of  cross  sub- 
sidization going  on.  I  would  wager  that  credit  card  companies  make 
money  on  everybody,  and  do  not  take  money  from  one  group  to  sub- 
sidize losses  on  the  other.  That  would  be  my  hunch. 
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Mr.  Watt.  I  have  a  feeling  you  are  probably  right. 

Mr.  LiNDSEY.  I  will,  again,  be  very  happy  to  see  if  my  staff  has 
any  detail  and  I  will  be  happy  to  pass  that  along. 

Mr.  Watt.  If  you  do  have  some  that  would  be  helpful. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mv  time  has  expired.  Thank  you,  Mr.  Chairman.  Thank  you,  Mr. 
Lindsey. 

Chairman  Kennedy.  Thank  you  very  much. 

Mr.  Hinchey. 

Mr.  Hinchey.  Thank  you,  Mr.  Chairman. 

Mr.  Lindsey,  I  want  to  follow  up  a  little  bit  on  Mr.  Watt's  line 
of  questioning  concerning  that  section  of  your  testimony  where  you 
note  that  middle-income  households  who  carry  the  bulk  of  house- 
hold debt  may  not  have  shared  fully  in  recent  income  growth  and 
thus  in  the  improvement  in  aggregate  debt  servicing  burden. 

Is  it  true  that  those  folks  are  falling  further  into  debt  in  the  ex- 
isting economy? 

Mr.  Lendsey.  It  depends  on  the  time  period  you  look  at.  If  you 
take  it  up  through  the  end  of  last  year,  I  would  have  to  conclude 
the  answer  is  probably  no.  Credit  growth,  personal  credit  growth 
in  1992,  again,  was  1  percent  and  it  was  only  6.5  percent  in  1993. 
So  I  would  say  that  probably  during  the  early  1990's  the  household 
sector  as  a  whole  probably  reduced  its  credit  burden. 

There  is  no  question  in  my  mind  that  there  are  some  households 
who  did  not  reduce  their  credit  burden  during  that  period,  but  I 
would  say  that,  the  extent  to  which  overall  debt-to-income  ratios 
declined,  I  would  have  to  conclude  that  probably  the  servicing  bur- 
den declined  for  the  vast  majority  of  households. 

Mr.  Hinchey.  What  percentage  of  households  are  we  talking 
about  in  this  particular  case  here?  The  people  that  you  reference 
here,  middle-income  households,  what  percentage  of  American 
households  would  that  be? 

Mr.  Lindsey.  Well,  when  you  ask  people  just  about  everyone  says 
they  are  middle  income. 

Mr.  Hinchey.  Yes,  I  know,  but  you  had  some  group  in  mind 
when  you  formulated  this  testimony. 

Mr.  Lindsey.  Yes.  What  I  did,  I  will  be  happy  to  send  you  a  copy 
of  the  talk  I  did  in  which  I  went  into  these  numbers.  As  I  recall, 
the  analysis  I  used  was  individuals  making  less  than  $200,000, 
which  is  a  very  high  threshold  for  middle  income,  considering  those 
above  that  income  probably  are  not — to  the  extent  they  use  credit 
cards,  it  is  for  convenience  or  for  some  other  reason.  That  was  the 
threshold  that  I  used. 

I  do  not  have,  other  than  that,  a  particular  threshold  in  mind, 
no. 

Mr.  Hinchey.  And  again  in  your  testimony,  when  you  say  that 
middle  income  households,  those  households  that  carry  the  largest 
bulk  of  debt  who  have  not  improved  their  situation,  the  people  you 
had  in  mind  there  are  those  making  $200,000  or  less? 

Mr.  Lindsey.  That  is  what  I  did  on  the  credit  burden.  We  do  not, 
again,  have  distributional  tables  by  income.  What  we  do  know  is 
that  the  wage  share  of  compensation  in  1993  was  quite  low  of  the 
increased  compensation.  So,  again,  when  I  say  middle  income,  the 
earlier  question  I  said  middle-aged  middle  income,  maybe  another 
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word  for  it  would  be  wage  earners  and  wage  earners  would  prob- 
ably include  Congressmen  and  Federal  Reserve  Governors  as  well, 
even  though  most  people  do  not  think  we  are  wage  earners,  as  well 
as  folks  who  earn  an  hourly  check  or  what  have  you. 

Mr.  HiNCHEY.  What  percent  of  households  are  wage  earners? 

Mr.  LiNDSEY.  I  would  say  the  vast  majority,  depending  on  the  de- 
mography. Clearly,  older  households  are  not.  For  middle-aged 
households,  probably  the  answer  is  near  90  percent. 

Mr.  Henchey.  The  vast  majority  have  not  participated  in  the  re- 
covery according  to — well,  I  think  this  is  a  generally  held  opinion, 
that  the  vast  majority  of  American  households  have  not  partici- 
pated fully  in  what  is  regarded  as  the  recovery  that  we  are  cur- 
rently seeing  and  have  Been  seeing  now  for  the  past  couple  of 
years. 

Mr.  LiNDSEY.  Again,  the  only  data  I  can  cite  is  that  the  wage 
share  of  GDP  growth  was  remarkably  low  last  year.  I  am  too  much 
of  an  egghead  to  want  to  reach  a  more  profound  conclusion.  I  would 
rather  wait  for  more  data,  but  I  can  certainly  conclude  that  the 
wage  share  is  quite  low.  With  any  luck,  that  will  now  reverse.  The 
reason  I  want  to  wait  for  more  data  is  we  have  had  recent  encour- 
aging numbers  with  regard  to  employment. 

Employment  growth,  remember,  was  quite  low  at  the  early 
stages  of  this  recovery.  It  now  seems  to  be  picking  up  and,  we  do 
not  know  for  sure,  but  I  would  bet  that  that  would  tend  to  boost 
the  wage  share.  I  hope  it  does.  We  will  see. 

Mr.  HiNCHEY.  Would  you  believe  that  these  middle-income  wage 
earner  households  are  currently  paying  out  a  larger  percent  of 
their  income  in  interest  rates  than  they  were,  say,  2  years  ago? 

Mr.  LiNDSEY.  Well,  I  would  not  say  with  regard  to  two,  I  cer- 
tainly would  with  regard  to  10.  There  the  debt  service  burden  is 
at  an  historically  high  level.  It  has  come  down  during  the  early 
1990's,  but  it  is  still,  I  believe,  at  quite  a  high  level. 

Mr.  HiNCHEY.  So  is  it  not  fair  to  conclude  that  these  people  are 
pajdng  out  a  larger  portion  of  their  income  in  interest  than  they 
did  previously,  if  that  is  the  case? 

Mr.  LiNDSEY.  Again,  we  would  have  to  segment  the  population 
and  I  would  be  happy  again 

Mr.  HiNCHEY.  You  are  extraordinarily  elusive,  Mr.  Lindsey.  I 
congratulate  you  on  that  elusivity,  but  I  am  not  sure  you  are  being 
candid  in  your  responses.  I  do  not  know  why  you  are  not  being  can- 
did, but  I  get  the  sense  you  are  not  being  entirely  candid. 

Mr.  LiNDSEY.  I  apologize  if  that  is  the  sense.  Again,  I  do  not  have 
the  data  in  front  of  me,  but  I  would  conclude  that  for  the  house- 
holds you  are  talking  about,  the  answer  is  yes. 

Mr.  Henchey.  Would  you  be  kind  enough  to  ask  your  staff  if  they 
would  respond  in  more  detail  to  the  questions  that  were  asked  by 
Mr.  Watt  and  myself? 

Mr.  LiNDSEY.  I  would  be  delighted  to. 

Mr.  HiNCHEY.  I  appreciate  that  very  much.  Thank  you. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Chairman  KENNEDY.  Thank  you,  Mr.  Hinchey. 

Mr.  Rush. 

Mr.  Rush.  Mr.  Chairman,  I  do  not  have  any  questions  right  now. 
I  just  have  one  request,  if  you  would  also  extend  to  me  your  re- 
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sponses  to  the  questions  of  Congressman  Hinchey  and  also  Con- 
gressman Watt. 

Mr.  LiNDSEY.  I  will. 

Mr.  Rush.  Thank  you. 

Chairman  Kennedy.  Mr.  Barrett. 

Mr,  Barrett.  No  questions. 

Chairman  Kennedy.  Well,  Governor  Lindsey,  my  own  sense  is 
that  you  were  able  to  answer  many  of  the  questions  that  were 
posed  in  our  written  letter  and  many  of  the  questions  that  the 
members  had  today.  But  there  is  still  what  comes  across  as  a  lack 
of  understanding  of  what  a  lot  of  working  people's  struggles  are  to 
gain  employment  and  to  buy  their  own  homes  and  to  be  able  to  use 
their  credit  cards  effectively. 

I  say  this  because  I  think  there  are  an  awful  lot  of  people  in  the 
real  estate  industry  that  feel  that  there  is  still  a  great  deal  of  va- 
cancy in  this  country.  In  addition,  the  bankers  I  talk  to  around  the 
country  seem  to  be  flush  with  money.  They  say  that  if  there  are 
loans  to  be  made  they  are  willing  to  make  them  but  that  they  are 
not  finding  a  lot  of  companies  coming  in  and  asking  for  those  loans. 

I  think  a  lot  of  small  businesses  are  very  discouraged  about  their 
ability  to  pay  off  loans  at  8  or  9  percent  or  even  higher.  They  feel 
that  they  could  make  the  payments  if  the  interest  rates  were  some- 
what lower.  I  do  not  understand  why,  if  we  have  2  percent  infla- 
tion, we  should  be  raising  our  interest  rates.  It  just  does  not  seem 
to  me  to  make  a  heck  of  a  lot  of  sense. 

I  appreciate  your  notion  that  we  are  at  historical  interest  rate 
lows.  But  the  reality  is  that  we  are  also  at  historical  inflationary 
lows  and  so,  therefore,  it  would  appear  that  we  are  taking  preemp- 
tive action  where  there  is  no  threat.  And  as  a  result  of  that,  we 
are,  in  fact,  dangerously  close  to  actually  stifling  the  continuation 
of  what  you  call  a  recovery.  I  would  refer  to  it  as  something  better 
than  what  it  was  under  the  last  administration's  leadership,  but, 
still,  an  economic  development  that  has  not  in  any  way  given  peo- 
ple a  sense  of  confidence  about  the  future  of  this  country. 

A  final  point.  There  is  not  a  day  that  goes  by  that  you  do  not 
pick  up  the  newspaper  or  see  on  the  television  where  the  biggest, 
strongest  companies  of  our  country  are  laying  off  literally  tens  of 
thousands  of  workers  from  the  best  jobs  that  the  people  of  our 
country  felt  America  had  to  offer.  Now,  it  is  true  that  the  unem- 
ployment rate  would  reflect  that  there  is  employment  taking  place 
because  we  see  the  unemployment  rates  coming  down. 

My  instinct,  without  all  the  data  that  you  have  available,  tells 
me  that  the  jobs  that  people  are  getting  pay  them  a  lot  less  than 
those  big  corporate  jobs  did.  They  get  less  benefits.  They  are  part- 
time  jobs.  Effectively,  we  have  the  appearance  of  a  numerical  re- 
covery and  the  reality  of  a  recovery  that  is  very,  very  slim.  While 
your  efforts  and  the  Fed's  efforts  to  stem  inflation  are  commend- 
able in  some  academic  circles,  the  risk  of  just  stifling  and  shutting 
down  this  recovery  is  very,  very  great.  And  I  would  hope  that  you 
and  the  Fed  would  take  into  account  just  how  risky  this  policy  that 
is  being  pursued  is  in  terms  of  pushing  this  so-called  recovery  back 
into  the  kind  of  dismal  days  that  we  were  in  just  a  couple  of  years 
ago. 
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I  say  that  because,  I  think,  that  it  is  the  truth.  I  disagree  with 
this  notion  as  reported  in  the  newspaper,  that  there  are  models  out 
there  which  have  never  been  tested,  that  indicate  that  by  control- 
ling inflation  you  are  going  to  be  increasing  productivity.  The  fact 
of  the  matter  is  that,  at  this  time  the  risk  of  stifling  growth  that 
you  are  creating  through  this  policy  of  raising  rates  is  certainly  not 
worth  the  fear  of  inflation,  much  less  the  reality  of  inflation,  which 
is  practically  nonexistent. 

Do  you  have  a  comment  to  that? 

Mr.  LiNDSEY.  Well,  I  understand  what  you  are  saying,  Mr.  Chair- 
man. I  have  two  thoughts  that  related  exactly  to  what  you  were 
saying. 

First,  you  mentioned  the  interest  rate  and  the  inflation  rate,  and 
you  mentioned  that  both  were  at  historic  lows.  I  think  that  is  true. 
I  think  the  measure  that  vou  might  want  to  look  at  is  the  dif- 
ference between  the  two,  wnat  we  often  call  the  real  rate,  because 
inflation  is  now  running  around  2.75  percent  and  the  Fed  Funds 
rate  is  4.25  percent,  the  real  rate  is  1.5  percent.  The  difference  be- 
tween the  Fed  Funds  rate  and  the  inflation  rate  historically  has 
probably  averaged  a  bit  over  2.  So  by  historic  measures,  probably 
it  would  not  be  the  case  that  the  real  Fed  Funds  rate  is  at  a  high 
level. 

The  other  thought  that  I  would  share  with  you,  and  I  think 
where  we  agree  completely,  is  we  want  to  make  sure  that  we  have 
the  highest  living  standards  in  this  country  that  we  can  possibly 
obtain.  I  am  convinced  that  a  prerequisite  of  that  is  to  maintain 
price  stability.  All  you  need  to  do  is  think  back  about  the  horrible 
cost  this  country,  and  particularly  the  working  people  of  this  coun- 
try, paid  for  the  inflationary  policies  of  the  1970's,  and  you  get  an 
appreciation  for  why  it  is  so  important  to  keep  the  lid  on  inflation. 

I  do  not  think  it  is  simply  an  academic  exercise  to  keep  inflation 
down.  I  think  it  is  in  the  interest  of  the  people  both  you  and  I  care 
about  and  that  is  why  it  is  of  such  concern. 

Chairman  Kennedy.  I  appreciate  that.  Nobody  is  talking  about 
not  dealing  with  inflation.  What  you  are  dealing  with  is  the 
thought  or  threat  of  inflation.  And  what  I  am  dealing  with  is  the 
notion  that  that  fear  has  created  a  policy  that  is  going  to  shut 
down  the  very  economic  recovery  that  you  say  that  you  are  in  favor 
of.  You  cannot  run  away. 

There  are  fears  everywhere  in  day-to-day  life,  and  you  cannot 
run  away  from  every  fear.  You  have  to  deal  with  them.  And  that 
is  why  I  am  concerned.  You  are,  in  fact,  allowing  your  fears  to 
drive  policy,  rather  than  allowing  the  reality  of  what  we  are  facing 
as  a  nation  to  drive  policy. 

In  any  event,  I  appreciate  your  willingness  to  come  forward 
today.  Governor  Lindsey.  I  look  forward  to  working  with  you  in  the 
future.  Thank  you. 

Mr.  Lindsey.  Thank  you,  Mr.  Chairman. 

Chairman  KENNEDY.  There  being  no  further  questions  to  our 
first  panel,  I  now  ask  our  second  panel  to  please  come  forward.  I 
want  to  thank  all  of  you  for  being  here.  We  will  have  your  entire 
written  statements  submitted  for  the  record  and  I  would  ask  all  of 
you  to  limit  your  oral  testimony  to  5  minutes  in  the  interest  of 
time. 
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At  the  end  of  this  panel's  testimony,  we  will  have  questions  for 
the  witnesses. 

Our  first  witness  this  morning  is  James  K  Galbraith,  who  is  a 
professor  at  the  Lyndon  B.  Johnson  School  of  Public  Affairs  and  at 
the  Department  of  Government  at  the  University  of  Texas  at  Aus- 
tin. He  has  served  in  several  positions  on  the  staff  of  the  U.S.  Con- 
gress including  the  Executive  Director  of  the  Joint  Economic  Com- 
mittee between  1981  and  1982. 

He  is  a  research  associate  at  the  Economic  Policy  Institute  and 
a  member  of  numerous  committees,  too  many  to  list  at  this  particu- 
lar time,  but  we  want  to  very  much  welcome  Professor  Galbraith. 
It  is  a  pleasure  to  have  you  testify  before  this  subcommittee  today 
and  I  really  look  forward  to  your  testimony. 

Jamie,  please  proceed 

STATEMENT  OF  JAMES  GALBRAITH,  PROFESSOR  OF 
ECONOMICS,  UNIVERSITY  OF  TEXAS 

Mr.  Galbraith.  Thank  you  very  much,  Mr.  Chairman,  and  let 
me  say  first  it  is  a  very  special  pleasure  for  me,  having  served  on 
the  staff  of  this  subcommittee  for  a  number  of  years,  to  appear  here 
for  the  first  time  on  the  other  side. 

Chairman  Kennedy.  I  just  wish  you  were  still  voting  where  you 
come  from,  Jamie,  that  is  all. 

Mr.  Galbraith.  Mr.  Chairman,  you  asked  for  testimony  on  the 
recent  trends  in  the  availability  and  affordability  of  consumer  cred- 
it. I  focus  my  testimony  on  the  second  half  of  that  question;  name- 
ly, the  affordability  of  consumer  credit,  a  question  which  is  insepa- 
rable from  the  recent  trends  in  the  rate  of  interest. 

I  begin  by  calling  your  attention  to  a  table  which  I  extracted 
from  the  New  York  Times  of  last  Saturday,  and  which  presents  the 
basic  data  on  trends  in  interest  rates  over  the  last  year.  The  table 
divides  those  rates  into  two  very  convenient  categories,  the  rates 
you  pay  and  the  rates  you  earn. 

The  table  shows  that  while  rates  are  up  in  virtually  all  cat- 
egories, and  they  are  in  fact  up  in  all  categories  if  you  simply  take 
the  period  in  the  beginning  of  this  year  to  the  present,  interest 
rates  have  risen  substantially  more  in  most  cases  on  loans  that 
consumers  pay  interest  on  than  they  have  on  loans  that  consumers 
earn  interest  on. 

This  is  also,  I  might  say,  particularly  true  of  those  rates,  notably 
the  prime  rate  charged  by  commercial  banks,  and  short-term 
benchmark  rates  such  as  the  1-year  Treasury  rate  which  has  gone 
up  by  the  most  on  this  table,  almost  1.7  percentage  points,  to  wnich 
large  numbers  of  consumer  loans,  such  as  adjustable  rate  mort- 
gages, are  tied. 

So,  while  it  is  true  that  certain  kinds  of  consumer  loans  have 
only  gone  up  by  a  very  small  amount  over  the  period  from  Feb- 
ruary to  March,  it  is  also  true  that  other  kinds  of  consumer  loans, 
namely  long-term  loans  that  are  tied  to  short-term  rates,  have  gone 
up  by  a  great  deal.  And  in  those  cases,  you  simply  have  people  pay- 
ing considerably  more  for  the  same  credit. 

I  would  urge,  Mr.  Chairman,  that  this  rise  in  interest  rates  can 
be  compared  in  its  effects  on  most  middle-income  families  to  a  tax. 
It  is  a  tax  which  is  paid  in  proportion  to  your  debt.  And  it  is  an 
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old  rule  that  I  learned  at  my  father's  knee  that  those  who  have 
money  to  lend  generally  have  more  money  than  those  who  do  not 
have  money  to  lend.  It  is,  therefore,  a  tax  which  transfers  income 
from  most  middle-income  Americans  to  those  who  are  financial 
creditors  in  our  economy,  that  is  to  say  to  the  wealthiest 
Americans. 

It  is  also  a  tax,  which  unlike  all  other  taxes,  actually  increases 
rather  than  reduces  the  Federal  deficit,  because  the  U.S.  Govern- 
ment pays  interest  on  its  debt.  And  if  you  take  a  conservative  esti- 
mate of  the  rise  in  interest  rates  over  the  last  3  months,  at  1  per- 
centage point  and  look  at  the  way  the  CBO  offers  calculations  on 
this  matter,  you  will  find  that  over  5  years,  if  rates  continue  at 
their  new  levels,  the  Federal  Reserve's  actions  have  added  over 
$100  billion  to  the  deficit,  reducing  by  one-fifth  the  effect  of  the 
Congress'  efforts  at  deficit  reduction  in  1993. 

Mr.  Chairman,  not  to  mince  words,  in  my  view  the  actions  rais- 
ing interest  rates  that  began  on  February  4  were  a  mistake.  On 
February  22,  the  Chairman  of  the  Federal  Reserve,  Mr.  Greenspan, 
testified  to  Congress  that  the  test  of  a  successful  monetary  policy 
is  "our  ability  to  limit  the  upward  movement  of  long-term  rates 
from  what  it  would  otherwise  have  been  with  less  effective  policy. 
Moderate-to-low  long-term  rates  with  rare  exceptions  are  an  essen- 
tial ingredient  in  sustaining  long-term  economic  growth.  When  we 
take  credible  steps  to  head  off  inflation  before  it  can  begin  to  inten- 
sify, the  effect  on  long-term  rates  are  muted." 

But  in  this  case,  Mr.  Chairman,  they  were  not  muted.  The  effects 
on  long-term  rates  were  in  fact  greater  than  on  short-term  rates  up 
through  the  beginning  of  May,  and,  as  of  today,  after  the  final  rise 
in  short-term  rates,  the  effects  are  approximately  parallel. 

So  there  is  no  reason  to  believe  that  the  actions  that  the  Federal 
Reserve  took  had  the  effect  that  they  foresaw  or  expected  or  hoped 
for  at  the  beginning  of  February.  And  I  would  argue  on  those 
grounds  that  we  would  all  have  been  better  off  had  the  Federal  Re- 
serve not  acted  at  all. 

I  want  to  offer  a  bit  of  just  a  recent  example  of  the  confusion  into 
which  the  discussion  of  this  subject  seems  now  to  have  slipped.  On 
Friday,  May  27,  Chairman  Greenspan  testified  before  the  Senate 
Banking  Committee,  the  headline  from  the  New  York  Times, 
"Greenspan  Sees  Steady  Economy,  Effect  of  Interest  Rates  Not  Yet 
Felt." 

On  the  28th,  on  June  1,  the  Times  reported  "New  Signs  of  Slow- 
ing in  Growth."  On  June  3  it  reported  "Data  Showed  Eased  Pace 
of  Growth."  And  on  June  6  in  interviews  with  three  Federal  Re- 
serve Governors,  Mr.  Keith  Bradsher  of  the  Times  reports  that  in- 
flation is  now  viewed  as  stable  and  that  is  a  signal  that  the  Federal 
Reserve  will  not  raise  rates. 

I  can  make  a  very  simple  point  in  conclusion.  If  it  is  true,  as  Mr. 
Greenspan  testified  on  May  27,  that  the  rise  in  rates  has  not  yet 
been  felt,  then  that  action  has  no  effect  on  the  fact,  now  realized, 
that  inflation  is  under  control.  Inflation  would  therefore  have  been 
under  control  even  if  the  Federal  Reserve  had  taken  no  action  at 
all.  And  we  would  all  have  been  better  off  had  that  been  the  case. 

Thank  you. 
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[The  prepared  statement  of  Mr.  Galbraith  can  be  found  in  the 
appendix.] 

Chairman  KE^fNEDY.  Thank  you,  very,  very  much  for  your  direct 
and  cogent  presentation,  Professor. 

Our  next  wdtness  is  Dr.  Lereah, 

Mr.  Lereah.  Lereah. 

Chairman  Kennedy.  Lereah.  And,  Dr.  Lereah,  just  give  me  one 
second  here.  Dr.  Lereah,  why  do  you  not  just  proceed  with  your  tes- 
timony, please. 

First,  let  me  describe  a  little  of  your  background.  Dr.  Lereah  is 
the  chief  economist  and  staff  vice  president  of  the  Mortgage  Bank- 
ers Association.  Prior  to  joining  the  MBA,  Dr.  Lereah  served  as 
managing  principal  and  chief  executive  officer  of  Vantage  Financial 
Group,  Inc.,  the  chief  economist  of  Sovran  Bank,  and  was  a  mem- 
ber of  the  American  Bankers  Association's  Economic  Advisory 
Council  for  3  years.  Dr.  Lereah  also  spent  several  years  as  a  bank 
regulator  and  a  financial  economist  for  the  Federal  Deposit  Insur- 
ance Corporation  of  Washington,  DC. 

Dr.  Lereah,  we  are  looking  forward  to  your  testimony.  Please 
proceed  for  5  minutes.  Thank  you  very  much. 

STATEMENT  OF  DAVID  A.  LEREAH,  CHIEF  ECONOMIST, 
MORTGAGE  BANKERS  ASSOCIATION 

Mr.  Lereah.  Thank  you,  Mr.  Chairman,  and  members  of  the 
subcommittee. 

Again,  I  am  David  Lereah,  chief  economist  of  the  MBA.  MBA  ap- 
preciates the  opportunity  to  appear  before  you  to  testify  on  what 
we  think  is  a  timely  issue  of  trends  in  consumer  credit  afford- 
ability.  I  am  here  as  a  spokesman  for  an  industry  that  is  commit- 
ted to  extending  the  opportunities  for  consumer  mortgage  credit  as 
widely  as  possible.  Of  particular  interest  to  the  MBA  is  the  impact 
of  rising  interest  rates  on  the  mortgage  credit  markets. 

Today,  credit  for  residential  mortgages  is  being  pulled  in  two  dif- 
ferent directions:  Rising  mortgage  rates  are  making  homes  less  af- 
fordable, inhibiting  demand  while  lenders  are  easing  credit  stand- 
ards and  offering  nonprice  incentives  to  lure  borrowers.  Basically, 
lenders  are  actively  seeking  ways  to  offset  the  loss  in  refinancing 
business  due  to  rising  rates.  As  evidence,  loan-to-value  ratios  have 
risen  steadily  since  1992. 

Mortgage  lending  companies  are  also  making  new  product  offer- 
ings and  adding  more  bells  and  whistles  on  existing  products.  For 
example,  some  companies  are  accelerating  the  credit  approval  proc- 
ess; other  companies  are  preapproving  loans,  while  still  other  com- 
panies are  providing  free  insurance  to  cover  mortgage  payments  to 
borrowers  who  lose  jobs. 

Mortgage  lenders  are  also  turning  increasingly  to  B  and  C  qual- 
ity loans.  B  and  C  lending  targets  borrowers  with  partially  blem- 
ished credit  histories,  compared  with  standard  A  lending.  Home  eq- 
uity loans  and  second  mortgages  are  some  of  the  B  and  C  lending 
products.  Finally,  as  mortgage  rates  continue  to  rise,  there  is  in- 
creasing evidence  that  lenders  are  offering  below  market  teaser 
rates  on  adjustable  rate  mortgages  to  attract  business.  The  bottom 
line  here  is  that  with  refinancing  volume  rapidly  fading,  competi- 
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tion  has  become  fierce  among  mortgage  lenders  for  a  piece  of  a 
smaller  origination  pie, 

I  would  like  to  briefly  just  remark  on  the  Fed  and  interest  rates. 
Most  observers  have  characterized  recent  Fed  tightening  as  a  long- 
range  preemptive  strike  against  inflation.  Since  inflation  has  not 
yet  arrived  in  heavy  doses,  questions  have  arisen  concerning  the 
usefulness  and  effectiveness  of  their  policy.  Without  entering  into 
the  debate,  I  only  acknowledge  that  if  the  Fed  satisfies  its  policy 
objective  of  orchestrating  a  soft  landing,  our  current  expansion 
could  be  extended  and  long-term  interest  rates  could  begin  to  fall, 
a  favorable  development  for  both  the  consumer  and  the  housing 
markets. 

The  pertinent  question  is  how  high  does  the  Fed  need  to  push 
rates  to  slow  the  expansion  and  bring  it  in  for  a  soft  landing.  Al- 
though a  perfect  answer  is  not  forthcoming,  it  is  clear  that  today's 
relatively  high  mortgage  rates  are  already  slowing  housing  and 
lending  activity. 

I  would  like  to  mention  two  specific  interest  rate  impacts  on  the 
consumer. 

First,  rising  rates  will  increase  consumer  mortgage  debt  pay- 
ments this  vear,  inhibiting  general  consumption  spending  for  the 
economy.  I  have  estimated  consumers  will  need  about  $3.5  billion 
more  in  cash  to  meet  their  mortgage  payments  this  year.  This  is 
a  serious  reversal  from  the  estimated  $30  billion  in  savings  from 
the  lower  debt  service  consumers  experienced  during  the  past  2 
years.  And  if  rates  stay  at  these  high  levels,  I  believe  consumers 
will  spend  another  $10  billion  in  additional  payments  in  1995. 

The  second  interest  rate  impact  is  on  consumer  affordability. 
Since  early  February,  mortgage  rates  have  risen  1.3  percentage 
points,  seriously  impacting  affordability  conditions.  I  have  esti- 
mated from  tables  I  have  attached  to  my  testimony  that  for  the 
first  time  home  buyer  monthly  mortgage  payments  increased  by 
$74,  yearly  mortgage  costs  increased  by  almost  $900.  Further,  first- 
time  home  buyers  would  need  an  additional  $3,500  in  income  to 
quahfy  for  a  mortgage  loan.  Data  suggests  that  2  million  renters 
could  be  impacted  by  the  greater  qualifying  income  burden  and  we 
estimate  that  about  200,000  of  these  renters  who  would  have  pur- 
chased a  first-time  home  during  the  year  will  now  be  priced  out  of 
the  market. 

I  would  like  to  close  with  my  outlook  for  housing  and  lending 
during  the  next  2  years.  Operating  in  a  higher  rate  environment, 
the  housing  expansion  will  slow  considerably  this  year.  I  have  cut 
my  forecast  for  housing  starts  by  25,000  units  since  February. 
Similarly,  I  have  cut  my  forecast  for  home  sales  by  140,000  sales 
this  year.  I  am  projecting  $712  billion  in  mortgage  originations. 
That  represents  almost  a  30  percent  decline  in  business  for  the 
industry. 

For  1995,  I  am  actually  looking  for  a  contraction  in  the  housing 
markets  if  rates  stay  at  these  levels.  I  am  looking  for  a  5  percent 
drop  from  1994  numbers  for  starts  and  a  2  percent  drop  for  sales. 

In  closing,  I  would  like  to  acknowledge  that  in  a  year  when  the 
government  is  leaning  heavily  on  mortgage  lenders  to  step  up  ef- 
forts to  make  funds  available  to  low-income  and  minority  families, 
rising  mortgage  rates  are  making  this  job  very  difficult.  If  mort- 
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gage  rates  stay  at  these  relatively  high  levels  or  continue  their  up- 
ward climb,  literally  thousands,  if  not  millions  of  low-income  and 
minority  families  will  be  denied  the  opportunity  of  home  ownership 
for  purely  economic  reasons. 

I  appreciate  the  opportunity  to  testify  and  I  will  take  any  ques- 
tions later. 

Thank  you. 

[The  prepared  statement  of  Mr.  Lereah  can  be  found  in  the 
appendix.] 

Mr.  LaRocco  [presiding].  Thank  you.  Dr.  Lereah. 

Chris  Lewis  is  the  director  of  banking  and  housing  policy  at  the 
Consumer  Federation  of  America.  Mr.  Lewis  served  as  legislative 
director  for  the  National  Community  Organization,  ACORN,  the 
Association  of  Community  Organizations  for  Reform  Now,  from 
1989  to  1992. 

Mr.  Lewis,  thank  you  for  being  with  us  today.  We  are  all  looking 
forward  to  your  testimony.  Please  proceed,  sir. 

STATEMENT  OF  CHRIS  LEWIS,  BANKING  AND  HOUSING 
DIRECTOR,  CONSUMER  FEDERATION  OF  AMERICA 

Mr.  Lewis.  Thank  you.  Congressman  LaRocco.  CFA,  obviously, 
appreciates  the  opportunity  today  to  speak  on  the  subject  matter 
of  consumer  credit  affordability.  Recent  increases  in  the  interest 
rates,  particularly  the  prime  rate  charged  by  banks,  have  hurt  var- 
ious economic  sectors  but  none  more  than  consumers  who  are 
forced  to  shoulder  the  burden  of  billions  of  dollars  in  increased  in- 
terest payments  and  the  abrupt  jump  in  recent  months  in  the  cost 
of  credit  has  not  been  accompanied  by  an  equivalent  rise  in  interest 
paid  to  consumers  on  deposits. 

In  short,  Mr.  Chairman,  the  banking  industry,  we  believe,  is  in- 
creasingly out  of  touch,  out  of  touch  with  consumers  who  cry  out 
for  credits  on  fair  terms  and  out  of  touch  with  consumers  who  hun- 
ger for  higher  yields  on  savings  accounts. 

But  the  banking  industry  clearly  is  not  out  of  touch  with  its  prof- 
its. Last  year  the  industry  took  in  a  record  $43  billion  in  profits 
and  this  on  top  of  $32  billion,  also  a  record  year,  in  1992;  some  $76 
billion  in  fat  profits  over  the  last  2  years.  We  certainly  have  no 
problem  with  banks  making  an  honest  buck  or  with  a  sound  bank- 
ing system.  Everybody  benefits  from  a  sound  banking  system,  but 
we  are  deeply  concerned  by  unproductive  profiteering  by  publicly 
insured  depositories. 

Last  month,  as  the  chairman  noted  in  his  opening  remarks,  we 
released  a  report  on  trends  in  consumer  savings  rates.  We  found 
that  interest  rates  on  money  market  accounts  and  CDs  have  de- 
clined precipitously,  as  the  chart  to  the  left,  to  your  right,  points 
out,  over  the  last  3  years  dropping  by  more  than  50  percent  since 
April  1991.  The  April  1994,  2.3  percent  rates  on  money  market  ac- 
counts was  the  lowest  rate  we  found  paid  on  money  market  ac- 
counts since  the  mid-1950's.  NOW  account  interest  rates  in  April 
of  this  year  are  the  lowest  since  these  instruments  have  been  wide- 
ly made  available  to  consumers,  and  the  2.9  percent  6  months  CD 
rate  is  lower  than  any  rate  paid  on  such  savings  instruments  prior 
to  1993. 
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We  further  found  that  over  the  last  year  the  industry  has  sup- 
pressed interest  rates  on  money  market  and  NOW  accounts  at  the 
same  time  the  comparable  Treasury  bills,  as  the  graph  indicates 
there,  have  begun  to  increase.  The  gap  between  these  instruments 
is  now  quite  large. 

How  much  has  this  cost  savers?  We  estimate  consumers  were 
cheated  of  over  $500  million  in  underpaid  interest  in  the  months 
of  April  alone  and  for  the  past  year  conservatively  we  estimate  that 
consumers  lost  $3  billion  in  unpaid  interest. 

Now,  while  it  is  a  small  saver  that  sees  the  first  wave  of  any  in- 
terest rate  decline,  it  is  also  the  small  borrower  consumers  or  small 
businessperson  who  is  the  first  to  be  hit  with  any  rise  in  the  cost 
of  credit.  For  consumers,  the  recent  hikes  in  interest  rates  on  credit 
card  balances,  car  loans,  home  equity  lines  of  credit  and  adjustable 
rate  mortgages  are  significant.  We  estimate  on  a  very  conservative 
basis  given  the  $1  trillion  in  consumer  debts  that  is  tied  to  adjust- 
able rates  or  on  adjustable  terms,  that  consumers  will  pay  out  an 
additional  $12  billion  in  interest  as  a  result  of  rate  hikes  this  year 
alone. 

These  trends  raise  a  simple  question:  Are  banks  pricing  their 
credit  on  the  basis  of  their  cost  of  funds? 

The  simple  answer  is  no.  The  banking  industry  enjoys  extremely 
wide  or  healthy  profits  today  principally  because  of  a  wide  and 
growing  spread  between  interest  paid  on  savings  and  the  interest 
charged  to  borrowers.  A  quick  glance  at  the  money  rates  in  any 
major  newspaper  any  morning  will  reveal  how  big  the  spreads  have 
become  between  the  cost  of  money  to  banks  and  the  enormous 
markup  on  that  money  when  it  is  loaned  to  the  customer. 

Today  the  spread  for  the  customers  that  banks  may  consider 
prime  is  approaching  3  percentage  points  above  what  the  bank 
pays  on  an  equivalent  3-month  CD,  a  healthy  spread  that  boosts 
the  industry's  bottom  line  and  its  profits  right  off  the  chart.  There 
is  attached  to  my  written  statement  a  chart  that  demonstrates  the 
industry's  spread  between  the  cost  of  funds  and  the  prime  rate  has 
steadily  increased  over  the  last  decade  but  has  dramatically  in- 
creased in  the  last  36  to  48  months. 

As  this  spread  increases,  it  is  consumers  who  are  forced  to  pick 
up  the  tab  in  the  form  of  lower  interest  paid  on  their  deposits  and 
higher  charges  for  credit.  The  growing  spread  is  clear  evidence  that 
the  banking  industry's  pricing  of  credit  is  less  and  less  tied  to  the 
industry's  actual  cost  of  funds.  The  industry's  captive  consumers 
and  small  businesses,  its  business  customers,  simply  are  forced  to 
endure  whatever  the  industry  can  get  away  with. 

In  short,  the  growing  spread  is  a  bigger  and  bigger  grab  of  banks 
from  consumers.  You  might  call  the  growing  gap  between  the  cost 
of  funds  and  interest  charged  by  banks  a  usury  gap  or  the  bankers 
greed  gap.  I  think  this  is  the  real  point. 

Our  concern,  as  Grovernor  Lindsey  pointed  out,  consumers  rnay 
well  be  willing  to  take  on  more  debts,  but  they  clearly  are  doing 
so  at  much  higher  costs  with  significantly  higher  gains  to  creditors. 
And  in  contrast  to  Governor  Lindsey's  suggestion  that  perhaps  the 
gap  in  that  chart  may  have  narrowed  slightly  in  the  last  month, 
which  we  would  be  glad  to  update  the  data  on  that  for  the  record, 
we  find  very  troubling  the  gap  between  the  interest  paid  to  con- 
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sumers  and  the  prime  rate  have  actually  increased  over  the  last  3 
months. 

I  will  provide  for  the  record  data  that  will  show  that  in  February 
that  gap  between  the  prime  rate  and  the  3-month  CD  was  2.57,  in 
February  2.89,  slightly  down  in  March,  but  then  2.4  in  April  and 
now  2.8  in  May,  suggesting  again  that  the  spread  is  growing  ever 
larger  and  that  the  banks  are  pocketing  ever  more  from  consumers. 

And  I  would  be  glad  to  end  with  that  and  respond  to  any 
questions. 

[The  prepared  statement  of  Mr.  Chris  Lewis  can  be  found  in  the 
appendix.] 

Chairman  KENNEDY  [presiding].  Thank  you  very  much,  Mr. 
Lewis.  I  want  to  thank  you  for  the  research  that  the  organization 
has  done  on  this  issue  in  the  last  few  months. 

Our  last  panelist  is  Frank  Parente,  who  is  the  staff  member  at 
the  Department  of  Economic  Research,  at  the  AFL-CIO.  Mr. 
Parente  was  previously  a  research  analyst  with  the  Library  of  Con- 
gress' Congressional  Research  Service,  member  of  the  Labor  Re- 
search Advisory  Council,  U.S.  Department  of  Labor  in  Washington, 
DC. 

Mr.  Parente,  thank  you  very  much  for  being  with  us.  Please  pro- 
ceed for  5  minutes. 

STATEMENT  OF  FRANK  PARENTE,  ECONOMIST,  ECONOMIC 
RESEARCH  DIVISION,  AFI^CIO 

Mr.  Parente.  Thank  you  for  the  opportunity  to  express  the  views 
of  the  AFL-CIO  on  trends  in  consumer  credit  affordability. 

We  deplore  the  recent  tightening  actions  by  the  Federal  Reserve 
and  we  adopted  a  statement  to  that  effect  at  our  executive  council 
meeting  last  month.  The  statement  notes  that  Fed  actions  aggra- 
vate unemployment  and  undermine  the  Humphrey-Hawkins  Act 
goal  to  undertake  policies  that  reduce  unemployment  to  4  percent. 
The  statement,  adopted  only  days  before  the  latest  tightening, 
called  upon  the  Fed  to  refrain  from  any  additional  tightening  of 
monetary  policy  while  unemployment  remains  high. 

I  have  attached  to  this  testimony  a  copy  of  the  statement. 

Mr.  Chairman,  the  recent  tightening  actions  come  at  a  time 
when  inflation  is  under  control.  The  economy  is  not  overheating 
and  there  is  significant  unemployment  and  underemployment.  Un- 
employment is  higher  than  it  looks  and  there  is  not  a  great  deal 
of  tightness  in  labor  markets  in  places  like  California  which  have 
been  hit  with  severe  regional  dislocations.  It  is  outrageous  that  in- 
creases in  employment  and  decreases  in  overall  unemployment  are 
regarded  as  bad  economic  news. 

We  do  not  accept  the  simpleminded  unemployment/inflation 
tradeoff  theory,  nor  do  we  accept  the  sophisticated  nonsense  of  a 
so-called  natural  rate  of  unemployment.  Although  the  official  na- 
tional jobless  rate  of  6  percent  reflects  7.9  million  people,  there  are 
4.8  million  working  part-time  because  there  is  no  full-time  work  to 
be  had.  And  another  1.7  million  who  have  previously  sought  work 
without  success  for  a  total  of  14.4  million  affected  by  total  or  par- 
tial unemployment.  This  is  a  peculiar  type  of  economic  environ- 
ment in  which  layoffs  take  place  even  amid  expansion. 
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Over  the  last  several  years,  there  have  been  announcements  of 
ongoing  downsizings  and  layoffs,  many  related  to  military  base 
closings,  in  which  people  are  losing  jobs  in  large  numbers.  Earlier 
this  year,  Scott  Paper,  NYNEX,  GTE,  and  other  companies  an- 
nounced huge  job  cuts  related  to  restructuring.  In  addition,  job  cuts 
by  the  tens  of  thousands  have  been  announced  at  IBM,  Boeing, 
Sears  &  Roebuck,  and  General  Motors.  Much  of  this  loss  of  jobs  is 
related  to  the  massive  annual  trade  deficits. 

Labor  costs  are  not  and  have  not  been  a  significant  element  of 
inflation.  Raising  interest  rates  in  order  to  please  Wall  Street  in- 
vestors and  to  fatten  the  profits  of  bankers  risks  the  danger  of 
quelling  economic  growth  and  keeping  people  from  getting  jobs  or 
throwing  them  out  of  jobs. 

The  act  of  raising  interest  rates  itself  is  inflationary,  as  higher 
rates  get  rolled  into  the  costs  of  products  and  services  across  the 
board  in  the  economy.  Further,  the  consumer  suffers  as  higher 
rates  translate  into  interest  payments  on  credit  card  balances,  on 
car  loans,  on  home  equity  liens,  lines  of  credit  tied  to  the  prime 
rate,  and  higher  monthly  payments  for  first-time  home  buyers. 
Also,  rates  on  adjustable  rate  mortgages  go  up. 

Interest  rates  on  commercial  banks'  loans  for  various  purposes 
were  steady  or  declining  in  the  period  between  November  and  Feb- 
ruary, including  new  car  loans,  personal  loans  and  credit  card  plan 
rates,  and  mobile  home  loans.  There  have  been  discernible  in- 
creases in  auto  finance  interest  rates,  however,  between  January 
and  March  of  this  year.  And,  of  course,  we  have  heard  examples 
of  how  the  rates  have  affected  potential  first-time  homeowners. 

In  summary,  there  is  room  in  the  economy  for  a  faster  economic 
growth  without  inflation  due  to,  among  other  things,  improved  pro- 
ductivity and  high  unemployment,  keen  international  competition, 
low  oil  prices,  and  increased  use  of  low  wage  foreign  labor.  Such 
growth  will  bring  higher  national  income  and  lower  budget  deficits. 
Significant  investments  in  infrastructure,  in  education  and  training 
and  in  housing,  for  example,  are  needed  to  bring  the  economy  up 
to  higher  levels  of  performance,  to  reduce  joblessness,  and  to  meet 
human  needs. 

I  would  be  glad  to  answer  questions  based  on  that. 

[The  prepared  statement  of  Mr.  Parente  can  be  found  in  the 
appendix.] 

Chairman  Kennedy.  Thank  you  very  much.  I  want  to  thank  all 
of  our  witnesses  for  excellent  testimony  this  morning. 

It  is  striking  to  hear  such  diametrically  opposed  testimony  from 
this  panel  versus  the  statements  by  Mr.  Lindsey  in  terms  of  what 
the  Fed  is  trying  to  actually  accomplish. 

I  wonder,  Mr.  Galbraith,  given  the  fact  that  there  is  such  a 
strong  disagreement  between  even  what  would  appear  in  your  tes- 
timony to  be  the  Chairman's  own  remarks  in  previous  newspaper 
stories  and  what  has  actually  occurred,  and  given  the  notion  that 
there  has  been  this  very  direct  relationship,  perhaps  unprecedented 
relationship,  between  the  Fed  and  the  administration,  and  given 
your  experience  in  Washington,  do  you  have  anv  suggestions  or 
thoughts  about  what  the  Congress  might  do  in  order  to  reassert  it- 
self in  the  process  of  trying  to  hold  inflation  and  the  fears  of  infla- 
tion down  and,  therefore,  hopefully,  interest  rates  down? 
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Mr.  Galbraith.  Yes,  I  do,  Mr.  Chairman.  I  might  preface  that 
answer,  though,  by  saying  that  actually  I  do  not  find  the  sharp  con- 
flict that  you  mention  between  the  views  I  articulate  and  the  offi- 
cial statements  of  the  Federal  Reserve.  And  the  reason  is  that  in 
those  statements  you  do  not  find  a  strong  claim  that  there  is  a  big 
inflationary  threat  nor,  indeed,  that  there  are  rising  inflationary 
expectations,  nor  that  growth  is  too  rapid,  nor  that  fiscal  or,  in- 
deed, past  monetary  policy  had  been  acting  in  ways  that  would  fos- 
ter future  inflation. 

In  fact,  in  February,  after  starting  the  sequence  of  tightening 
moves.  Chairman  Greenspan  testified  expressly  that  none  of  these 
conditions  pertained  and,  therefore,  none  would  seem  to  justify  the 
actions  that  they  have  taken.  And  when  you  then  ask,  well,  then 
what  is  the  reason  why  they  raised  interest  rates,  it  becomes  a 
very  difficult  question  to  answer  and  it  certainly  is  not  one  which 
has  been  answered  in  a  consistent  way  by  the  Federal  Reserve  up 
till  now. 

Chairman  KE^fNEDY.  When  Governor  Lindsey  was  here,  though, 
he  talked  about  this  relationship  between  the  Fed  lending  rate  and 
the  inflation  rate.  Is  that  what  he  said? 

Mr.  Galbraith.  Yes,  it  is  true  that  the  average  Federal  funds 
rate  over  the  period  from  1960  to  1970  was  around  1.6,  which  is 
in  real  terms  roughly  where  it  is  now.  It  is  true  that  the  average 
over  the  longer  period  is  higher  because  we  have  this  period  of  ex- 
traordinarily high  real  interest  rates  through  the  1980's,  which 
pulled  the  average  up. 

There  is  no  reason  to  believe,  though,  that  the  present  1.6  per- 
cent real  Federal  funds  rate  has  any  magic  to  it.  If  there  were  such 
a  reason  to  believe  that,  I  would  think  the  Federal  Reserve  would 
have  studies  showing  that  as  Chairman  Greenspan  testified  in  Feb- 
ruary, real  rates  lower  than  that  pose  unacceptable  risks. 

Why?  I  do  not  understand  the  reason.  Over  most  of  the  period 
up  until  1970,  if  you  had  a  checking  account  in  a  bank,  you  earned 
no  interest  at  all  and  the  real  rate  was,  therefore,  negative,  for  the 
period  of  greatest  and  most  stable  growth  in  and  highest  productiv- 
ity growth  in  the  postwar  period. 

Chairman  KENNEDY.  Why  would  they  be  doing  this? 

Mr.  Galbraith.  This  is  a  question  that  has,  I  think,  again  to  be 
addressed  to  them  because  no  coherent  answer 

Chairman  Kennedy.  I  asked  about  6  times  today. 

Mr.  Galbraith.  I  understand  that.  And  the  only  advice  I  can 
offer  on  that  score  is  to  keep  at  it,  Mr.  Chairman,  because  so  far 
you  have  not  received  an  answer,  nor  is  one  reflected  in  Chairman 
Greenspan's  testimony. 

Chairman  Kennedy.  But  if  you  took  the  most  stringent  Repub- 
lican thinking  on  why  you  would  want  to  have  inflation  controlled, 
what  justification  might  some  right  wing  economist  provide  us? 

Mr.  Galbraith.  I  could  speak  to 

Chairman  Kennedy.  You  are  so  qualified  on  that  score. 

Mr.  Galbraith.  I  can  certainly  speak  to  the  arguments  that 
might  be  made  by  someone  who  is  totally  in  error,  but  I  suppose 
one  could  argue  that  the  economy  is  pushing  dangerously  close  to 
full   employment;  that  there   are  inflationary  pressures  in  labor 
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markets,  but  none  of  this  is  the  case,  and  the  Federal  Reserve  ex- 
plicitly rejects  the  argument  that  it  is  the  case. 

Chairman  Kennedy.  What  about  the  notion  that  somehow  the 
stock  market  has  been  overstimulated;  that  the  companies  cannot 
possibly  make  good  on  the  amount  of  investment  that  has  been 
thrown  their  way.  Therefore,  what  this  is  really  about  is  trying  to 
somehow  knock  down  the  potential  for  a  bubble  burst  on  the  stock 
market  at  some  future  day  where  you  go  up  to  4,000  and  have  peo- 
ple say,  well,  hell,  these  companies  cannot  possibly  pay  off  on  this 
stuff,  so  you  get  a  1,000-point  drop  and  everybody  panics  all  over 
the  lot? 

Mr.  Galbraith.  I  attended  the  Senate  Banking  Committee  hear- 
ing on  May  27  and  I  heard  Chairman  Greenspan  testify  that,  in  his 
view,  small  investors  had  grown  accustomed  to — I  believe  he  said 
an  "unsustainable  combination  of  high  returns  and  low  volatility," 
that  they  did  not  appreciate  the  inherent  risks  of  holding  long-term 
assets.  I  found  that  statement  extremely  hard  to  understand. 

I  have  always  believed  that  we  should  have  an  economy  in  which 
investors,  small  investors,  as  well  as  large,  hold  long-term  assets; 
that  that  was  good  for  savings  and  capital  formation.  If  that  is  the 
basis  for  monetary  policy  today,  I  would  think  that  the  Federal  Re- 
serve ought  to  explain  in  more  detail  why  they  believe  it  is  better 
for  small  investors  to  hold  their  savings  in  the  accounts  in  commer- 
cial banks  rather  than  in  stock  and  bond  markets. 

I  would  not  find  that  there  is  any  immediate  or  clear  explanation 
as  to  why  that  is  good  for  the  economy. 

To  get  back  to  your  question  as  to  what  the  Congress  could  do, 
I  would  simply  remind  the  subcommittee  that  the  Federal  Re- 
serve's authority  in  these  matters  does  derive  from  the  power  given 
to  Congress  to  "coin  money  and  regulate  the  value  thereof;"  that 
the  Congress,  therefore,  does  have  an  oversight  responsibility  over 
the  Federal  Reserve.  The  independence  of  the  Federal  Reserve  is 
an  independence  from  the  executive  branch.  It  is  not  an  independ- 
ence from  the  legislative  branch.  And  that  in  the  past,  the  Con- 
gress has,  on  two  occasions,  in  modern  times,  used  the  device  of  the 
concurrent  resolution,  once  in  1975  and  once  in  1982,  to  deliver  a 
message  to  the  Federal  Reserve  about  the  need  to  have  a  monetary 
policy  which  is  coordinated  with  fiscal  policy  and  which  serves  the 
common  goal  of  steady  growth  and  stable  interest  rates  at  levels 
low  enough  to  sustain  expansion  of  demand  and  employment. 

It  would  seem  to  me  this  might  well  be  an  appropriate  time  for 
Congress  to  look  at  that  option  and  decide  whether  such  a  message 
should  be  delivered. 

Chairman  KENNEDY.  I  appreciate  the  suggestion.  I  wonder  if  at 
either  time  1975  or  1982,  did  it  do  any  good? 

Mr.  Galbraith.  I  believe  it  did.  It  is  very  hard  to  get  direct  evi- 
dence on  what  goes  on  in  Federal  Reserve  chambers,  as  you  know. 
Policy  following  those  directives  in  both  cases  was  consistent  with 
the  directives.  It  might  have  been  consistent  with  them  anyway.  I 
would  think  that  there  would  be  a  very  serious  question  about 
whether  the  Federal  Reserve  could  or  would  openly  defy  such  a  di- 
rective. I  doubt  it  would.  Seems  to  me  it  is  clear  the  way  the  lines 
of  authority  run. 
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On  the  other  hand,  it  is  not  a  step  Congress  should  take  Hghtly. 
It  is  clearly  the  right  thing  to  have  a  monetary  authority  which 
makes  these  day-to-day  decisions,  provided  it  can  account  for  them 
in  a  coherent  way. 

But  that  is  exactly  the  problem  with  this  latest  set  of  policies. 
There  is  no  set  of  explanations  that  stands  a  test  or  that  has  re- 
mained consistent  even  over  a  short  period  of  time  since  February. 

Chairman  Kennedy.  Well,  I  appreciate  very  much  your  excellent 
testimony.  I  want  to  thank  all  of  the  witnesses  for  their  testimony, 
as  well. 

Mr.  Watt,  do  you  have  any  questions? 

Mr.  Watt.  Thank  you,  Mr.  Chairman.  I  was  wondering  whether 
any  of  the  other  witnesses  might  have  any  speculation  about  why 
we  have  seen  this  latest  round  of  increases  from  the  Fed  since  Mr. 
Galbraith  did  not  seem  to  have  any  real  good  answers.  Are  there 
any  other  theories  that  any  of  you  might  have  about  why  we  have 
experienced  this? 

Mr.  Lereah.  I  will  take  a  stab  at  it. 

First,  let  me  first  go  on  record  here,  because  you  did  characterize 
all  four  of  us  having  significantly  differing  views  with  Grovernor 
Lindsey.  For  me,  that  is  not  the  case.  My  views  do  not  significantly 
differ  from  the  Federal  Reserve's  current  policy.  I  only  acknowledge 
that  these  higher  rates  are  slowing  economic  activity  and  housing 
activity  and  that  should  at  least  demonstrate  that  the  Fed's  policy 
may  be  effective  enough  or  maybe  they  can  stop. 

Mr.  Watt.  If  that  is,  in  fact,  the  case,  I  assume  you  would  agree 
that  it  is  also  slowing  economic  recovery  in  other  areas  of  the  econ- 
omy in  addition  to  housing,  though.  And  if  that  is  occurring,  and 
if,  as  has  been  asserted  by  Mr.  Galbraith,  that  inflation  is  not  in- 
creasing, then  what  is  the  rational  explanation  for  or  what  are 
some  conceivable  rational  explanations  for  what  has  occurred? 

Mr.  Lereah.  I  think  the  key  word  Governor  Lindsey  used  was 
"preemptive."  Basically,  right  now,  the  Fed  is  anticipating  and  that 
is  what  we  are  all  having  trouble  with,  is  the  anticipation  of  some- 
thing we  cannot  see,  which  is  inflation  rearing  its  ugly  head. 

I  think  what  the  Fed  is  looking  at  at  this  juncture  is  an  economy 
that  has  grown  over  the  last  2  years  at  3  to  3.5  growth  pace.  You 
are  having  an  unemployment  rate  that  is  nearing  that  6  percent 
level  which  in  academic  textbooks  the  natural  rate  of  unemploy- 
ment starts  to  surface  and  people  begin  to  get  worried. 

The  labor  markets,  we  are  looking  at  250,000  job  gains  per 
month  in  1994  alone.  So  I  believe  that  the  economy  was  showing 
signs  of  strength  that  made  the  financial  markets  and  the  Fed 
nervous  and  that  created  the  policy  reversal  on  February  4. 

Now,  I  do  not  know  what  is  wrong  or  right  there,  because  again 
inflation  is  not — ^has  not  surfaced,  so  it  is  anybody's  guess  which 
is  the  appropriate  policy,  whether  to  tighten  on  February  4  as  they 
did,  or  let  the  economy  continue  the  pace  that  it  was  at.  I  think 
only  history  will  tell  us  or  maybe  we  will  never  know  whether  their 
policy  was  the  right  course  of  action  or  not. 

Mr.  Watt.  So  your  answer  is  the  threat  of  inflation,  even  though 
we  did  not  really  see  any  outward  signs  of  it,  maybe  an  outward 
sign  of  the  threat  of  inflation  has  decreased  unemployment? 
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Mr.  Lereah.  Nobody  has  more  at  stake  with  higher  interest 
rates  than  the  housing,  and  the  most  ultrasensitive  sector  of  the 
economy  is  the  housing  market.  But  I  would  contend  that  the  risk 
of  inflation  rearing  that  ugly  head  would  lead  to  sharper  and  high- 
er rises  in  long-term  rates,  which  would  damage  the  housing  indus- 
try more  forcefully  than  the  modest  rise  or  at  least,  relatively 
speaking,  the  1.25  percent  rise  in  long-term  rates,  in  short-term 
rates  and  long-term  rates  that  we  have  had. 

Yes,  it  has  inhibited  activity.  We  are  disappointed  with  that.  But, 
hopefully,  the  soft  landing  which  I  mentioned  in  my  testimony  will 
occur  and  we  can  go  on  and,  hopefully,  long-term  rates  will  come 
back  down  and  everyone  will  be  better  off. 

Mr.  Watt.  That  soft  landing  being  a  decrease  in  long-term  inter- 
est rates  between  now  and  the  end  of  the  year  in  some  foreseeable 
period  of  time? 

Mr.  Lereah.  The  soft  landing  would  be  more  of  GDP  growth 
slowing  from  a  3  to  a  3.5  pace  down  to  a  2.5,  2.75  percent  pace, 
which  I  think  the  Fed  and  others  have  gone  on  record  as  stating 
would  be  a  goal. 

Mr.  Watt.  Can  I  get  the  benefit  of  the  other  two  gentlemen  and 
their  theories  about  what  we  might  be  seeing  here? 

Mr.  Parente.  Well,  I,  too,  have  wondered  about  this  same  ques- 
tion that  was  raised  about  why  in  the  absence  of  inflation  they 
would  be  raising  interest  rates,  and  the  best  answer  I  have  been 
able  to  come  up  with  is  what  they  look  at  and  what  they  look  at 
is,  as  you  know,  they  are  obsessed  with  inflation.  They  are  not 
looking  at  the  concept  of  growth  and  the  need  for  growth  in  the 
economy,  and  I  think  you  need  a  more  balanced  view  here,  because 
the  economy  has  made  some  productivity  gains  recently,  some  big 
productivity  gains,  and  we  are  in  a  position  where  if  we  stay  on  the 
course  that  we  are  on,  we  can  have  rising  incomes,  we  can  have 
some  profits  rolling  in,  which  will  enable  companies  to  make  fur- 
ther investments  which  will,  in  itself,  increase  productivity  again, 
which  will  bring  us  to  a  higher  level  of  economic  activity  and  low 
inflation,  because  rising  productivity  reduces  inflation. 

So  that  we  have  an  opportunity  here  to  make  the  econonw  grow, 
to  put  some  of  these  millions  of  people  who  are  unemployed  or  un- 
deremployed to  work,  and  it  seems  to  me  that  the  Fed  is  obsessed 
with  inflation  and  they  are  missing  an  opportunity.  To  me,  it  is  not 
a  good  idea  to  be  fighting  the  last  war  against  inflation  at  a  time 
when  you  have  the  opportunity  to  bring  the  country  to  a  higher 
level  of  growth  and  productivity  and  job  creation. 

And  that  is  what  we  need  now,  we  are  in  what  they  call  a  virtu- 
ous cycle  of  productivity  growth,  profits  and  investment,  and  we 
are  breaking  it  off  now  by  doing  this.  And,  you  know,  you  do  not 
have  to  go  very  far  to  see  the  problems  we  have  in  the  real  econ- 
omy. The  unemployment  release,  which  came  out  last  Friday, 
showed  that  we  had  nationally  6  percent  unemployment. 

But  if  you  looked  at  the  11  largest  States,  you  saw  California, 
Texas,  Florida,  New  Jersey,  New  York,  Ohio,  all  of  those  States 
had  6.5  percent  unemployment  or  higher.  California's  unemploy- 
ment was  8.3  percent. 

Mr.  Watt.  You  have  not  looked  in  my  congressional  district,  it 
is  like  substantially  higher  than  that. 
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Mr.  Parente.  Those  States  represent  30,  40  percent  of  the  na- 
tional work  force.  And  to  tell  them  that,  sorry,  we  have  had  too 
much  economic  growth  and  we  are  going  to  be  raising  interest 
rates  on  you  seems  like  not  a  wise  thing  to  be  doing  at  this  time. 
So  my  answer  to  your  question  is,  and  I  think  that  they  are  looking 
at  the  wrong  thing,  and  when  they  talk  about  wanting  to  have 
higher  living  standards  but  not  wanting  to  fall  prey  to  inflation,  I 
think  they  are  too  obsessed  with  the  inflation  part  of  it. 

Mr.  Watt.  Mr.  Lewis,  my  time  is  up,  but  if  you  have  a  short  an- 
swer that  is  different  from  the  other  panelists,  I  would  be  inter- 
ested in  hearing  it. 

Mr.  Lewis.  I  do,  Congressman,  and  that  would  be  not  being  an 
economist  I  do  not  think  I  can  offer  the  subcommittee  any  great  ex- 
pertise in  this  area.  We  would  just  reiterate  we  do  know  what  the 
effect  of  these  interest  rate  hikes  have  been  and  that  consumers 
are  paying  billions  more  in  interest.  The  entry  costs  for  credit,  par- 
ticularly home  mortgage  credit,  are  significantly  higher,  and  that, 
obviously,  runs  counter  to  much  of  the  interest  of  this  subcommit- 
tee and  the  full  committee  in  trying  to  spur  home  ownership  rates, 
particularly  in  the  lower  income  and  moderate-income  sectors.  But 
as  to  the  exact  reasoning  and  rationale,  I  would  defer  to  my 
colleagues. 

Mr.  Watt.  Mr.  Galbraith. 

Mr.  Galbraith.  I  didn't.  Congressman. 

Mr.  Watt.  I  would  say  before  you  go  that  it  is  refreshing  to  hear 
both  first  an  economist  and  now  a  noneconomist  say  they  do  not 
know  the  answer. 

Mr.  Galbraith.  The  last  time  we  went  through  this,  in  1989- 
1990,  the  Federal  Reserve  began  raising  interest  rates  at  a  time 
when  the  unemployment  rate  was  well  below  where  it  is  now,  and 
the  inflation  rate  never  rose,  taking  out  energy,  never  rose  above 
about  5.2  percent,  5.3  percent. 

So  we  have  a  situation  now  where  they  are  reacting  considerably 
earlier,  at  a  higher  rate  of  unemployment  and  a  lower  rate  of  infla- 
tion. And  in  my  judgment  not  only  is  the  danger  of  inflation  much 
less  on  that  score,  it  is  also  much  less  because  we  are  in  a  more 
open  economy,  we  have  more  competition  from  manufactured  goods 
coming  in  from  countries  that  produce  at  substantially  lower  wage 
levels.  This  maintains  a  very  strong  pressure  on  American  wage 
rates. 

So  it  is  my  view  that  we  really  do  not  face  the  kind  of  relation- 
ship between  inflation  and  unemployment  that  seems  to  be  animat- 
ing so  much  of  this  discussion  about  policy. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 

Chairman  Kennedy.  Thank  you  very  much.  Mr.  Hinchey. 

Mr.  Hinchey.  Thank  you,  Mr.  Chairman. 

Mr.  Parente,  you  make  two  points  that  are  interesting  to  me. 
One  is  the  fact  that  productivity  growth  is  increasing  and  has  been 
increasing  for  some  time  and  at  fairly  substantial  levels.  And  also 
you  talk  about  the  fact  that  the  Federal  Reserve  seems  to  be  fight- 
ing the  last  war  involving  inflation  when  inflation  was  driven  in 
the  decade  of  the  1970's  and  the  1980's,  first  by  the  need  to  pay 
off  the  cost  of  the  Vietnam  war,  and  second  by  rapidly  rising  costs 
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of  energy,  which  were  driving  inflation  in  this  country.  That  is 
what  drove  inflation  in  those  decades.  Was  it  not? 

And  we  are  not  seeing  anything  like  that  in  the  current  decade 
and  we  are  not  Hkely  to  see  anything  Hke  it  for  the  foreseeable  fu- 
ture; isn't  that  true? 

Mr.  Parente.  I  think  you  are  right.  Inflation  has  been  on  a 
downward  trend.  In  my  full  testimony,  you  see  a  lot  of  the  factors 
of  inflation  are  actually  moving  downward  steadily  so  that  to  be 
saying  that  you  need  to  fight  an  inflation  that  is  not  there,  with 
that  kind  of  rationale,  there  is  never  not  a  reason  to  increase  rates. 

Mr.  HiNCHEY.  As  a  representative  of  labor  here  today,  and  I 
think  that  working  with  AFLr-CIO — is  that  not  correct? 

Mr.  Parente.  Yes. 

Mr.  HiNCHEY.  The  productivity  growth  we  have  seen  in  the  econ- 
omy is  undeniable,  but  we  have  not  seen,  we  have  certainly  not 
seen  any  wage  inflation.  We  have  not  seen  any  increase  in  the 
wage  rates  of  American  workers  going  up.  So  what  we  are  seeing 
here  once  again  with  stable,  or  in  many  cases,  in  fact,  declining 
wage  rates  and  increased  productivity,  what  we  are  seeing  here 
once  again  is  a  transfer  of  income,  transfer  of  income  from  working 
middle-class  people  to  the  prime  capitalists,  the  holders  of  wealth 
in  the  country.  Isn't  that  basically  what  we  are  seeing? 

Mr.  Parente.  I  think  you  are  right  and  what  we  need  to  do  to 
remedy  that  is  to  have  sustained  economic  growth.  And  so  to  basi- 
cally blow  the  opportunity  to  have  that  growth  now  when  it  is 
under  way  and  everything  is  in  place,  to  have  noninflationary  job 
creation  and  strong  growth  seems  very  deplorable. 

Mr.  HiNCHEY.  Well,  I  would  certainly  agree  with  that  and  that 
is  precisely  what  the  Federal  Reserve  is  dishing  up  to  us.  They  are 
dishing  up  a  big,  healthy  serving  of  the  slower  growth  and  reducing 
the  growth  that  was  taking  place  in  the  economy  and  that  is  going 
to  have  a  negative  effect  on  the  vast  majority  of  Americans. 

Mr.  Lereah,  if  I  heard  you  correctly,  you  said  that  there  is  $10 
billion  of  additional  interest  rate  payments  in  1994;  is  that  correct? 

Mr.  Lereah.  For  1995,  my  estimate  is  if  rates  stay  at  these  lev- 
els or  even  inch  up  a  bit,  my  estimate  is  that  there  will  be  $10  bil- 
lion more  in  payments  because  of  adjustable  rate  mortgage  adjust- 
ments for  consumers  for  1995.  For  1994,  for  this  year,  my  estimate 
was  $3.5  billion  additional  payments. 

Mr.  HiNCHEY.  So  over  the  course,  then,  of  the  2-year  period,  you 
are  talking  about  an  additional  $13.5-or-so  billion  in  transfers  from 
working  people  or  who  have  mortgages  to  the  people  who  hold  the 
paper  on  those  mortgages,  talking  about  an  additional  substantial 
transfer  of  income.  Once  again  from  the  middle  class  working 
Americans  to  the  people  who  have  loaned  the  money  for  the  debts 
and  interest  payments. 

Mr.  Lereah.  Actually,  even  to  magnify  that  number,  if  you  look 
at  the  savings,  the  prior  2  years,  my  estimate  was  $30  billion  of 
savings  because  of  lower  rates.  So  the  swing  from  a  $30  billion  sav- 
ings to  this  $13  billion,  $14  billion  cost  is  a  lot  larger,  it  appears. 

Mr.  HiNCHEY.  So  you  are  suggesting  $45  billion  then  in  income 
transfers? 

Mr.  Lereah.  The  swing  is  that;  yes. 
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Mr.  HiNCHEY.  $45  billion  in  income  transfers  from  middle-class 
Americans  to  those  who  hold  the  debt  paper, 

Mr.  Lereah.  I  don't  know  about  middle  class,  but,  yes,  there  will 
be — obviously,  there  is  a  transfer  whenever  there  is  a  change  in 
rate  direction.  But  I  do  not  know  what  percentage  would  end  up 
being  middle  class  versus  low,  moderate,  or  even  upper, 

Mr.  HiNCHEY.  What  kind  of  impact  would  that  have  on  the 
economy? 

Mr.  Lereah.  Difficult  to  say.  The  $30  billion  savings,  certainly 
everyone  around  here  was  saying,  did  have  an  impact  on  economic 
activity.  So  I  would  think  if  you  go  in  the  reverse  direction,  it 
would  have  an  inhibiting  impact  on  economic  activity.  But  it  is 
very  difficult  to  isolate  out  how  much  of  those  costs  or  how  much 
of  the  savings  the  prior  2  years  actually  go  into  consumption 
expenditures. 

Mr.  HiNCHEY.  Mr.  Galbraith,  you  made  a  point  in  your  testimony 
that  I  think  you  said  it  quite  expressly,  that  the  increase  in  the  in- 
terest rates  is  a  tax  that,  in  effect,  transfers  the  burdens  of  last 
year's  income  tax  increase  from  the  very  wealthiest  financial  credi- 
tors to  the  middle  class. 

Mr.  Galbraith.  It  has  that  effect,  in  principle,  on  a  lot  of  house- 
holds, yes, 

Mr.  HiNCHEY.  Isn't  that  what  we  are  seeing  here?  We  are  specu- 
lating about  the  motivation  of  the  Federal  Reserve  Board.  The  Fed- 
eral Reserve  Board  looked  at  the  economic  conditions  in  the  coun- 
try. They  have  looked  at  the  fact  certain  actions  were  taken  by  the 
Congress  to  try  to  impact  on  that  economy,  and  they  allege  to  see 
inflation  where  no  one  else  can  see  it.  I  don't  know  any  reason  why 
we  ought  to  agree  that  the  Federal  Reserve  or  the  economists  on 
the  Federal  Reserve  or  anybody  on  the  Federal  Reserve  has  a 
greater  clarity  of  vision  than  most  other  economists  or  most  other 
people  looking  at  this  issue,  certainly  the  chairman  of  this  sub- 
committee, the  chairman  of  the  full  committee,  many  of  the  mem- 
bers of  this  subcommittee  find  no  evidence  whatsoever  of  inflation 
anyplace  in  the  economy. 

Why  should  we  believe  that  the  Fed  has  any  greater  ability  to 
see  that  inflation?  And  if  we  agree  that  they  do  not,  then  maybe 
what  they  are  doing  is  something  else.  Maybe  their  motivation  is 
something  else  entirely  and  it  has  to  do  with  the  speculation  that 
you  make  in  your  testimony,  that  what  we  are  really  seeing  here 
is  an  effort  to  overcome  the  budget  resolution  and  the  t£ix  changes 
that  were  passed  in  1993  and  to  effectuate  substantial  alterations 
in  the  income  pattern  of  Americans, 

Mr.  Galbraith,  I  am  reluctant  to  go  beyond  what  I  can  find  in 
the  Federal  Reserve's  own  statements  on  this  matter, 

Mr,  HiNCHEY,  If  you  can  find  anything  that  is  clear  within  the 
Federal  Reserve  statements  on  this  matter,  I  would  like  to  have  it 
pointed  out  to  me, 

Mr,  Galbraith,  That  is,  indeed,  the  difficulty.  There  is  on  this 
question  of  inflationary  pressure  a  very  clearly  written  memoran- 
dum prepared  by  one  of  the  Federal  Reserve's  economists  after  the 
initial  round  of  interest  rate  tightenings  which  focuses  on  the  rela- 
tionship between  short-  and  long-term  interest  rates,  and  argues 
that  "a   tightening  which   raises   inflation   fears   because   it  was 
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viewed  as  suggesting  future  and  previously  unexpected  pressures 
on  inflation,  that  would  only  be  partly  offset  by  the  action  of  rais- 
ing rates" — that  is  the  kind  that  would  have  a  stronger  effect  on 
long  rates  than  on  short.  Which  is  what  we  observed.  Now,  if  that 
analysis  is  correct,  then  we  are  seeing  an  effect  on  inflation  expec- 
tations which  exists  only  because  the  Federal  Reserve  acted,  did 
not  exist  outside  in  the  economy,  but  was  simply  read  by  market 
participants  as  being  either  a  direct  signal  of  the  Federal  Reserve's 
own  fears,  or  perhaps  information  they  did  not  release,  or  else  sim- 
ply a  signal  of  their  intention  to  continue  raising  interest  rates. 

And  in  that  event  it  also  tells  us  that  the  rate  increase,  the  ini- 
tial one,  was  not  big  enough  to  deal  with  this  entirely  self-gen- 
erated set  of  inflation  expectations.  So  on  two  counts,  the  policy  can 
be  seen  as  a  mistake,  if  that  analysis  is  correct,  a  mistake  because 
it  was  not  necessary  and  a  mistake  because  it  was  not  sufficient. 

Mr.  HiNCHEY.  Yes.  And  what  happened,  in  fact,  historically  now 
was  that  the  market  was  stable  prior  to  the  first  increase  in  inter- 
est rates  back  in  February.  Immediately  after  the  increase  in  inter- 
est rates,  the  market  dropped,  and  that  was  a  result  of  people  in 
the  market  saying  that,  oh-oh,  the  Federal  Reserve  must  see  infla- 
tion out  there  and  that  is  why  they  are  raising  interest  rates.  We 
do  not  see  any,  but  nevertheless  we  are  acting  on  the  basis  of  what 
they  allegedly  see. 

Second,  the  Fed  claimed  what  they  were  trying  to  do  was  hold 
down  long-term  interest  rates,  long-term  interest  rates  were  stable, 
and  in  fact  long-term  interest  rates  shot  up  after  the  first  increase 
in  short-term  interest  rates  by  the  Fed.  They  have  since  stabilized, 
but  they  are  not  any  lower  than  they  were  prior  to  that  first  action; 
is  that  correct? 

Mr.  Galbraith.  Indeed,  a  good  deal  higher.  They  have  stabilized 
at  higher  levels. 

Mr.  HiNCHEY.  Stabilized  at  higher  levels,  yes. 

Mr.  Galbraith.  That  is  entirely  correct. 

Mr.  HiNCHEY.  I  thank  you. 

Mr.  Chairman,  if  I  may  ask  unanimous  consent  to  enter  this  into 
the  record.  On  May  6  of  this  year,  there  appeared  in  the  New  York 
Times  on  the  op  ed  page  an  article  written  by  Lester  Thurow  that 
said  the  "Fed  C^es  Ghostbusting"  and  it  is  subtitled  "Raising  Inter- 
est Rates  is  Killing  the  Recovery."  I  would  ask  unanimous  consent 
if  I  may  enter  this  into  the  record. 

Chairman  Kennedy.  Hearing  no  objection,  it  is  so  ordered. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Mr.  HiNCHEY.  Thank  you,  Mr.  Chairman. 

Chairman  KENNEDY.  Thank  you.  Also,  the  American  Bankers  As- 
sociation wanted  to  submit  a  statement  to  be  part  of  the  record  and 
I  would  ask  unanimous  consent  it  be  included.  Without  hearing  an 
objection,  it  is  also  so  ordered. 

[The  prepared  statement  of  the  ABA  can  be  found  in  the  appen- 
dix.] 

Chairman  Kennedy.  I  just  want  to  have  one  more  or  less  factual 
question.  I  am  a  little  confused  in  terms  of  what  happens  to  a  bank 
that  is  borrowing  money,  Professor  Galbraith,  from  the  Fedetal  Re- 
serve at  4.5  or  let's  just  say  5  percent.  Let's  say  the  Federal  Re- 
serve raises  that  to  6  percent.  When  the  bank  then  turns  around 
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and  lends  money  to  customers,  does  the  amount  of  money  that  it 
lends  to  the  customer  in  any  way  equate  to  the  amount  of  money 
that  it  borrows  from  the  Fed? 

Mr.  Galbraith.  There  is,  yes,  a  relationship. 

Chairman  Kennedy.  Is  it  a  one-to-one  relationship? 

Mr.  Galbraith.  No,  sir.  When  the  Federal  Reserve  supplies  re- 
serves to  the  banking  system,  those  reserves  can  percolate  through 
from  one  bank  to  another,  as  each  bank  lends  to  final  borrowers, 
and  the  amount  of  total  lending  can  be  substantially  larger  than 
the  initial  injection  of  reserves. 

Chairman  KENNEDY.  So  following  up  on  Mr.  Hinchey's  point,  ba- 
sically, for  the  moment  not  even  getting  into  this  interest  rate 
spread  issue  about  whether  or  not  they  are  passing  along  the  sav- 
ings. Bankers  always  say,  "We  are  just  a  passthrough  on  this  inter- 
est rate  stuff.  We  are  a  competitive  industry.  If  we  can  get  the 
rates  cheaper,  we  will  get  more  people  to  come  into  us.  If  we  pay 
a  higher  rate  of  deposit,  we  will  get  more  people  to  deposit  with 
us." 

So  they  always  act  like  they  are  immune  from  any  blame  with 
regard  to  this  sort  of  interest  rate  spread  issue.  Let's  set  aside 
whether  or  not  they  in  fact  are  making  a  play  on  the  spread.  Let's 
just  deal  with  when  interest  rates  are  raised  by  the  Fed.  If  you 
think  about  it,  the  Fed  theoretically  makes  more  money.  The  Fed- 
eral Reserve  makes  more  money  because  they  make  more  money 
at  5  percent  than  they  do  at  6  percent.  I  guess  unless  there  is  a 
lot  more  money  at  5  percent  than  at  6  percent;  is  that  basically 

Mr.  Galbraith.  Well,  the  Federal  Reserve  will  earn  more  on  its 
holdings  of  U.S.  Government  debt.  The  Treasury  will  pay  it.  But 
then  again  it  will  transfer  the  bulk  of  that  earnings  back  to  the 
Treasury,  I  believe  the  term  is  the  surplus  of  the  Federal  Reserve 
System.  And  so  that  tends  to  be  a  wash  on  the  Federal  Reserve's 
own  accounts. 

Chairman  Kennedy.  OK  But  then  if  there  is  not  a  one-to-one  re- 
lationship between  the  bank  and  the  Federal  Reserve.  If  a  commer- 
cial bank  has  to  borrow  a  single  dollar  from  the  Federal  Reserve 
System  in  order  to  lend  a  dollar  to  Mrs.  Macgillicuddy,  it  would  be 
a  one-to-one  relationship. 

If,  in  fact,  by  borrowing  $1  from  the  Federal  Reserve  they  can 
lend  $10  out  to  10  Mrs.  Macgillicuddys,  then  in  fact  it  seems  to  me 
if  the  rate  goes  from  5  percent  to  6  percent,  that  the  bank  in  fact 
does  make  money.  Is  that  wrong  or  right?  I  am  trying  to  under- 
stand this. 

Mr.  Galbraith.  In  principle,  that  is  right.  But  I  would  call  atten- 
tion to  the  fact  that  the  bank  has  a  large  body  of  loans  outstanding 
to  all  the  Mrs.  Macgillicuddys,  and  the  rates  on  those  loans  also, 
may  go  up,  if  they  are  adjustable  rates  or  if  they  are  rolled  over. 
And  in  that  event,  the  bank  is  making  more  money  on  that  existing 
stock  of  loans  than — that  is  probably  more  important  in  fact  on 
bank  earnings  than  the  fact  of  the  increase. 

Chairman  Kennedy.  Thank  you  very  much. 

First,  I  really  want  to  thank  all  of  you  for  your  testimony.  I 
apologize  for  roping  you  in  with  everybody  there.  Doc.  I  apologize 
that  I  had  to  leave  the  room  for  a  minute  or  two  in  your  testimony. 
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But  I  do  think  that  this  was  a  very  helpful  and  constructive  bit 
of  testimony.  I  want  to  follow  up  with  several  of  you  in  terms  of 
appropriate  congressional  reaction  to  these  inexplicable  rate  in- 
creases. And,  again,  thank  you  all  very  much  for  your  dedication 
and  hard  work. 

There  being  no  further  questions  on  behalf  of  the  subcommittee, 
I  want  to  express  appreciation  to  all  the  witnesses.  I  would  like  to 
ask  unanimous  consent  the  record  be  kept  open  for  a  period  of  4 
weeks  from  today  so  additional  views  may  be  submitted. 

Hearing  no  objection  so  ordered. 

The  panel  is  excused  and  the  subcommittee  is  in  recess. 

[Whereupon,  at  12:35  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement  \',\ 

by 
Representative   Joseph   P.    Kennedy   II (D — MA) 
June   9,    1994 

THIS  MORNING,  THE  SUBCOMMITTEE  EXAMINES  RECENT  TRENDS  IN  THE 
AVAILABILITY      AND      AFFORDABILITY      OF      CONSUMER      CREDIT.  TODAY'S 

CONSUMER,  I  BELIEVE,  FINDS  HIMSELF  OR  HERSELF  WALKING  A  STRANGE 
ECONOMIC  LANDSCAPE.  IN  DICKENS'  WORDS,  IT  IS  THE  BEST  OF  TIMES, 
AND   THE   WORST   OF   TIMES. 

IT  IS  THE  BEST  OF  TIMES  BECAUSE,  IN  THE  PAST  YEAR  AND  HALF, 
THE  ECONOMY  HAS  CREATED  HUNDREDS  OF  THOUSANDS  OF  NEW  JOBS, 
INFLATION  IS  AT  ITS  LOWEST  LEVEL  IN  30  YEARS  (EXCEPT  FOR  1986  WHEN 
OIL  PRICES  FELL  THROUGH  THE  FLOOR)  ,  BANKS  ARE  STARTING  TO  LEND 
AGAIN,  AND  THE  FEDERAL  BUDGET  DEFICIT  IS  FINALLY  BEING  CONTAINED. 
FINALLY,    WE    SEEM   TO    BE   GETTING    OUR    ECONOMIC   HOUSE    IN    ORDER. 

ON  THE  OTHER  HAND,  CONSUMERS  AND  BUSINESSES  ARE  COMING  OUT  OF 
ECONOMIC  HIBERNATION  AND  BEING  GREETED  WITH  A  WET  BLANKET  INSTEAD 
OF  A  WELCOME  MAT  BY  OUR  NATION'S  FINANCIAL  INSTITUTIONS  — 
INCLUDING  ITS  CENTRAL  BANK.  SINCE  FEBRUARY,  FED  ACTIONS  HAVE  HAD 
THE  EFFECT  OF  RAISING  SHORT-TERM  INTEREST  RATES  BY  ABOUT  1.25%,  AND 
LONG-TERM  RATES  BY  A  COMPARABLE  AMOUNT.  NOT  SURPRISINGLY,  LENDERS 
HAVE  PASSED  ON  THIS  INCREASE  TO  CONSUMERS  —  GIVING  THEMSELVES  A 
GENEROUS    MARK-UP    IN    THE    PROCESS. 

AS  A  RESULT,  CONSUMERS  ARE  WALKING  UP  TO  THE  TELLER  WINDOW  AND 
FINDING  THAT  THERE'S  PLENTY  OF  CREDIT  AVAILABLE,  BUT  THAT  IT'S  NOT 
VERY  AFFORDABLE.  COMPARED  TO  A  YEAR  AGO,  THE  AVERAGE  CONSUMER  IS 
NOW  PAYING  AN  EXTRA  $103  PER  MONTH  ON  A  $100,000  MORTGAGE.  THAT'S 
ANOTHER  $1200  PER  YEAR,  AND  AN  ADDED  $36,000  OVER  THE  LIFE  OF  THE 
30-YEAR  NOTE.  BY  ONE  ESTIMATE,  THIS  YEAR'S  RATE  INCREASES  HAVE 
KEPT   200,000    FAMILIES   FROM   BUYING  A   HOME. 


THIS  NEW  DEBT  BURDEN  IS  NOTHING  MORE  THAN  A  HIDDEN  TAX  ON  THE 
MIDDLE  CLASS.  IT  INCREASES  THE  COST  OF  ALL  FORMS  OF  CONSUMER  DEBT 
THAT  IS  TIED  TO  INTEREST  RATES.  THE  FED'S  1.25%  INTEREST  RATE  TAX 
HIKE  WILL  COST  CONSUMERS  AN  ADDITIONAL  $12.5  BILLION  THIS  YEAR 
ALONE  ON  CREDIT  CARD  DEBT,  HOME  EQUITY  LINES  OF  CREDIT,  AND 
A.R.M.'S.  THAT'S  A  LOT  OF  MONEY  BEING  DRAINED  FROM  OUR  ECONOMY 
THAT   COULD   BE   GOING   TOWARD   THE   PURCHASE   OF   NEW   GOODS   AND   SERVICES. 

TO  ADD  INSULT  TO  INJURY,  CONSUMERS  ARE  LOSING  ON  THE  SAVINGS 
SIDE,  AS  WELL.  NOT  ONLY  ARE  THEY  PAYING  MORE  FOR  LOANS  ~  THEY'RE 
ALSO      RECEIVING      LESS      ON      THEIR      DEPOSITS.  A      RECENT      CONSUMER 

FEDERATION  STUDY  SHOWS  THAT  RATES  ON  MONEY  MARKET  ACCOUNTS,  NOW 
ACCOUNTS,  AND  OTHER  DEPOSITS  ARE  AT  OR  NEAR  THEIR  HISTORICAL  LOWS. 
FOR  SENIOR  CITIZENS,  SMALL  SAVERS,  AND  PENSIONERS,  THIS  CREATES  A 
SERIOUS  FINANCIAL  PINCH.  THEY'RE  PAYING  MORE  FOR  WHAT  THEY  BUY  ON 
CREDIT,  AND  GETTING  LESS  TO  PAY  FOR  WHAT  THEY  NEED  TO  LIVE.  FOR 
LENDERS,  THOUGH,  THE  FAT  SPREAD  BETWEEN  RATES  ON  LOANS  AND  DEPOSITS 
HAVE  HELPED  MAKE  FOR  THE  RECORD  PROFITS  THAT  THE  INDUSTRY  CONTINUES 
TO    ENJOY. 

THIS  DILEMMA  WASN'T  SUPPOSED  TO  HAPPEN.  CONSUMERS  AND  SMALL 
BUSINESSES  SHOULDN'T  NOW  BE  FACING  COSTLIER  CREDIT  JUST  AS  THE 
ECONOMY  IS  MOVING  INTO  A  HIGHER  GEAR.  LAST  YEAR,  CONGRESS  AND  THE 
AMERICAN  PEOPLE  BIT  THE  BULLET.  WE  AGREED  TO  CUT  THE  DEFICIT  BY 
$500  BILLION  ~  BASED  LARGELY  ON  SIGNALS  FROM  THE  FED  THAT  RATES 
WOULD  FALL  AND  STAY  LOW,  AND  THUS  HELP  GENERATE  GROWTH.  SINCE 
THEN,  CONSUMERS  HAVE  GONE  OUT  AND  CONTRIBUTED  MIGHTILY  TO  THIS 
RECOVERY  BY  CONSUMING  GOODS  AND  SERVICES.  AT  THE  SAME  TIME,  THEY 
HAVEN'T  FORCED  SERIOUS  WAGE  INCREASES  OR  PULLED  ANY  INFLATIONARY 
TRIGGERS.  IN  FACT,  THERE  ARE  NO  TANGIBLE  THREATS  OF  INFLATION  IN 
THE    ECONOMY    AT    PRESENT. 
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YET,  WHAT  HAVE  CONSUMERS  GOTTEN  IN  RETURN  FOR  THEIR 
SACRIFICES?  A  SERIES  OF  INTEREST  RATE  HIKES  THAT  HAVE  MADE  TT 
TOUGHER  TO  BUY  A  HOME,  TOUGHER  TO  START  A  BUSINESS,  TOUGHER  TO  fAY 
THE  BILLS. 

NOW  WE  LEARN  —  IN  TODAY'S  NEW  YORK  TIMES  —  THAT  THE  FED  MAY 
BE  RAISING  RATES  BASED  ON  A  STUDY  PRETENDING  TO  SHOW  THAT  HIGHER 
RATES  WILL  DRIVE  INFLATION  DOWN,  WHICH  IN  TURN  WILL  SPUR  HIGHER 
PRODUCTIVITY.  BUT  THE  LINK  BETWEEN  LOW  INFLATION  AND  HIGHER 
PRODUCTIVITY  HAS  NOT  BEEN  ESTABLISHED,"  IN  FACT,  MANY  ECONOMISTS 
DOUBT  THAT  INFLATION  HAS  NO  NEGATIVE  IMPACT  ON  PRODUCTIVITY  UNTIL 
IT  TOPS  20%.  MORE  IMPORTANTLY,  I  DOUBT  THAT  THERE  ARE  ANY  BUSINESS 
PEOPLE  IN  THE  COUNTRY  WHO'D  SAY  THAT  HIGHER  INTEREST  RATES  WILL 
HELP  THEM  MODERNIZE  AND  HIRE  WORKERS.  THEY'D  SAY  JUST  THE 
OPPOSITE.  BUT  UNFORTUNATELY,  THE  FED'S  RESEARCHERS  NEVER  TALKED  TO 
ANY  REAL  PEOPLE  BEFORE  COMING  UP  WITH  ITS  LATEST  RATIONALE. 

SOME  SAY  THAT  ULTIMATELY  THESE  HIKES  ARE  PREVENTIVE  MEDICINE, 
A  PREEMPTIVE  STRIKE  TO  FORESTALL  INFLATION  AND  PROLONG  THE 
RECOVERY.  BUT  WHERE  IS  THE  EVIDENCE  THAT  THIS  MEDICINE  IS  NEEDED? 
I  HOPE  THAT  GOVERNOR  LINDSEY  AND  TODAY'S  OTHER  DISTINGUISHED 
WITNESSES,  WILL  HELP  US  ANSWER  THIS  AND  OTHER  IMPORTANT  QUESTIONS 
ABOUT  WHAT  CONSUMERS  CAN  EXPECT  IN  THE  MONTHS  AHEAD. 
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STATEMENT 

BY 

CONGRESSMEMBER  LUCILLE  ROYBAL-ALLARD 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 
SUBCOMMITTEE  ON  CONSUMER  CREDIT  AND  INSURANCE 

HEARING  ON  CONSUMER  CREDIT  AVAILABILITY 
THURSDAY,  9  JUNE  1994 


Mr  Chairman,  thank  you  for  conducting  this  hearing  on  consumer 
credit  availability. 

The  Federal  Reserve's  policy  of  tightening  credit  to  hold  inflationary 
pressures  in  check  has  raised  several  issues  of  grave  concern. 

I  am  disturbed  when  increasing  interest  rates  threaten  a  recovering 
California  economy  because,  ultimately,  this  means  that  fewer  jobs  will 
be  created.  I  am  also  troubled  when  working  Americans  feel  the  pinch 
of  tighter  credit  as  they  face  higher  interest  rate  payments  or,  worse 
yet,  as  the  American  dream  of  home  ownership  slips  away  from  their 
reach. 

Although  it  is  important  to  keep  inflation  at  bay,  a  monetary  policy  that 
unintentionally  brings  economic  expansion  to  its  knees  is  not  one  I 
can  fully  support. 

I  look  forward  to  hearing  the  testimonies  of  the  panelists  you  have 
gathered. 

Once  again,  thank  you  for  holding  this  hearing. 


Commrttee  on  Banking.  Finance, 
and  Urban  Affatrs 

Subcommrtlee  on  Housing  and 

COfnmunily  Oeveloprneni 

Subcomminee  on  Consumer  Credit 

and  Insursrvce 


Committee  on  Smalt  Busmess 


Subcommrttee  on  Mmonty  Enterprise. 
Finance,  and  Urban  Oevvlopment 
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33D   DISTRICT,   CALIFORNIA 
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VICE-CHAIR  CONGRESSIONAL 
HISPANIC  CAUCUS 


Dr.  David  Lereah 

Mortgage  Bankers  Association  of  America 

1125  15th  Street,  N.W. 
Washington,  DC  20005-2766 

Dear  Dr.  Lereah; 

As  you  are  now  aware,  the  Federal  Reserve's  policy  of  tightening  credit  to  hold 
inflationary  pressures  in  check  has  raised  several  issues  of  concern  for  several  Members  of  the 
Consumer  Credit  and  Insurance  Subcommittee.  I  am  concerned  that  rising  interest  rates  may 
jeopardize  California's  recovering  economy,  and  in  particular,  reduce  home  ownership 
opportunities  for  residents  in  the  33rd  Congressional  District. 

Therefore,  I  found  your  June  9,  1994  testimony  before  the  Subcommittee  on  "Trends  in 
Consumer  Credit  Affordability"  most  interesting  I  am,  however,  concerned  by  your  statement 
in  your  written  testimony  on  page  3  suggesting  that  loans  to  low-  and  moderate-income 
borrower  groups  are  riskier  and  could  add  credit  costs  for  all  borrowers. 

There  is  evidence  to  support  the  opposite  conclusion.  According  to  the  results  of  a  1993 
study  conducted  by  the  Woodstock  Institute  and  the  National  Association  of  Affordable  Housing 
Lenders  (NAAHL),  delinquency  and  foreclosure  rates  for  single-family  loans  made  in  lower- 
income  communities  were  substantially  lower  than  for  the  national  market.  Data  from  this 
study  suggests  that  loans  to  low-  and  moderate-income  neighborhoods  can  be  consistent  with 
financial  institutions'  considerations  of  safety  and  soundness.  Furthermore,  financial  institutions 
in  my  district  have  reported  to  me  that  their  experiences  confirm  the  study's  findings. 

Please  provide  me  with  any  data  you  may  have  in  support  for  your  position  to  my 
Legislative  Assistant  Adeline  ML.  Yoong. 

Thank  you  for  your  attention. 


Sincerely, 


LUCILLE  ROYBAL-ALLARD 
Member  of  Congress 
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Mr.  Chairman,  I  am  pleased  to  appear  on  behalf  of  the  Board 
of  Governors  of  the  Federal  Reserve  System  to  address  issues 
related  to  consumer  credit.   I  will  focus  my  prepared  remarks  on 
the  questions  you  raised  in  your  letter  of  invitation. 

Let  me  begin  with  some  background.   Two  months  ago,  the 
United  States  economy  entered  the  fourth  year  of  its  current 
expansion.   While  this  expansion  began  on  a  sluggish  note, 
economic  growth  has  been  appreciable,  on  average,  since  early 
1992.   For  example,  real  gross  domestic  product  (GDP)  expanded  - 
3.9  percent  during  1992  and  3.1  percent  during  1993.   During  the 
first  quarter  of  this  year  it  rose  at  an  annual  rate  of  3.0 
percent,  in  line  with  the  expectations  of  growth  for  this  year 
given  in  February  by  the  members  of  the  Federal  Open  Market 
Committee  (FOMC). 

This  economic  expansion  has  resulted  in  moderate,  but  still 
healthy,  job  gains  and  falling  unemployment.   We  can  all  be 
pleased  with  the  decline  in  the  unemployment  rate  to  6.0  percent 
in  the  latest  survey  by  the  Bureau  of  Labor  Statistics. 

As  is  usually  the  case,  changing  spending  patterns  in  the 
household  sector  have  been  key  to  the  expansion.   For  example,  in 
inflation  adjusted  terms,  the  increase  in  personal  consumption 
expenditures  has  amounted  to  71  percent  of  the  expansion  in  Gross 
Domestic  Product  since  the  recovery  began  in  the  second  quarter 
of  1991.   If  anything,  the  importance  of  consumption  has 
increased  as  the  recovery  progressed.   Since  the  first  quarter  of 
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1993,  increased  consumption  has  accounted  for  77  percent  of  the 
expansion  in  overall  GDP.   By  contrast,  during  the  economic 
expansion  from  1982  to  1990,  consumption  growth  was  responsible 
for  just  6  8  percent  of  the  growth  in  GDP. 

Investment  in  residential  real  estate  showed  a  similar 
trend.   During  the  current  expansion,  housing  has  accounted  for 
16.4  percent  of  the  growth  in  GDP.   During  the  1980s  expansion, 
increases  in  housing  represented  only  6.2  percent  of  the  increase 
in  GDP.   Combining  these  two  categories  of  household  outlays, 
therefore,  shows  the  importance  of  the  household  in  the  current 
expansion.   The  growth  in  personal  consumption  and  housing 
investment  constituted  87  percent  of  GDP  growth  since  the 
expansion  began,  compared  with  74  percent  during  the  1980s. 
Thus,  the  questions  you  asked,  Mr.  Chairman,  about  the  financial 
health  of  the  household  sector  and  its  continued  access  to  credit 
are  particularly  pertinent  in  today's  economic  environment. 

As  is  usually  the  case  in  economic  expansions,  higher  levels 
of  household  debt  have  helped  finance  increased  activity.   As 
policy  makers,  we  should  recognize  that  households  are  the  best 
judges  of  their  own  financial  circumstances,  so  we  should  not 
view  these  increased  levels  of  debt  as  necessarily  "good"  or 
"bad".   Increased  levels  of  household  income,  more  optimistic 
attitudes  toward  employment  prospects,  and  generally  favorable 
conditions  for  borrowing  are  all  contributing  to  the  recently 
increased  willingness  of  households  to  take  on  debt. 

The  first  question  in  your  letter  asked  about  recent  growth 
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in  consumer  credit  and  how  it  compares  with  past  expansions.   It 
is  important  to  consider  the  various  types  of  consumer  credit. 
The  Federal  Reserve  has  just  released  its  report  on  consumer 
installment  credit.   In  April,  installment  credit  grew  at  an 
13.2  percent  annual  rate,  following  a  revised  12.6  percent  rate 
in  March,  slightly  higher  than  the  11.2  percent  growth  during  the 
fourth  quarter  of  last  year.   It  is  certainly  well  above  the 
full-year  growth  of  6-1/2  percent  in  1993  or  growth  in  1992  of 
just  1  percent.   Indeed,  the  double-digit  pace  reached  over  the 
past  half  year  or  so  is  the  most  rapid  since  the  third  quarter  of 
1986. 

Nevertheless,  it  is  hard  to  determine  conclusively  how  the 
current  rate  of  credit  expansion  compares  to  historical  norms. 
Recall  that  we  are  now  in  the  fourth  year  of  an  economic  upswing. 
As  the  above  data  indicate,  installment  credit  growth  was  quite 
subdued  during  the  early  portions  of  the  current  expansion.   This 
makes  qualitative  comparisons  of  current  growth  with  that  in 
comparable  earlier  time  periods  somewhat  problematic.   The 
resurgence  in  consumer  installment  credit  has  come  later  than 
usual  in  the  current  economic  expansion,  and  the  recent  pace  has 
still  been  well  below  peak  rates  reached  during  some  earlier 
expansion  periods. 

Typically,  installment  credit  starts  to  climb  in  the  first 
or  second  quarter  of  a  recovery,  and  is  generally  rising  quite 
sharply  by  the  second  year,  often  reaching  growth  rates  of  15  to 
20  percent  at  some  point  in  the  cycle.   In  contrast,  during  the 
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most  recent  upturn  in  the  economy,  installment  credit  continued 
to  contract  through  the  fifth  quarter  of  recovery;  its  growth 
rate  did  not  reach  double  digits  until  October  of  199  3,  two  and 
one  half  years  into  the  recovery.   On  the  other  hand,  the 
household  sector  entered  this  expansion  with  a  higher  level  of 
debt  than  it  had  in  the  past,  making  comparison  of  percent 
increases  difficult. 

We  should  bear  in  mind  that  swings  in  consumer  credit  growth 
are  wider  than  fluctuations  in  the  economy  as  a  whole  because 
consumer  credit  is  used  most  heavily  to  finance  purchases  of 
durable  goods,  which  are  much  more  cyclical  than  consumer  income 
or  total  consumption.   Durable  goods  include  autos  and  large 
consumer  appliances,  which  often  move  with  home  sales.   The 
strength  in  these  two  sectors  has  meant  that  durables  have  been 
particularly  important  in  the  present  expansion  contributing  to 
25  percent  of  increased  GDP,  compared  with  just  16  percent  during 
the  1980s'  expansion. 

The  comparability  of  the  data  on  credit  growth  is  also 
somewhat  limited  by  the  development  of  alternative  means  of 
finance.  Changes  in  consumer  tastes,  the  marketing  of  financing 
alternatives,  and  the  tax  environment  all  can  affect  the 
composition  of  consumer  credit.   For  instance,  the  phasing  out  of 
tax  deductibility  of  interest  payments  on  non-mortgage  consumer 
loans  after  1986  has  prompted  some  shift  towards  more  use  of  home 
equity  credit  and  less  of  traditional  consumer  loans.   The 
tailoring  and  promotion  of  auto  leasing  to  individual  consumers 
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has  provided  them  with  another  means  of  acquiring  cars  that  has 
considerable  appeal  for  some  types  of  consumers.   I  would  not 
want  to  overstate  the  impact  of  these  alternatives  --  estimates 
made  by  the  Board  staff  indicate  that  shifts  to  these  forms  of 
financing  have  trimmed  from  one  to  three  percentage  points  off 
the  growth  rate  of  consumer  installment  credit  in  recent  years  — 
but  such  considerations  do  muddy  the  comparisons  a  bit. 

A  similar  type  of  credit  product  change  which  makes 
comparison  across  business  cycles  difficult  has  been  the 
development  and  spread  of  general  purpose  credit  cards  for 
individual  consumers  during  the  past  few  decades.   From  less  than 
$10  billion  in  1970,  debt  outstanding  on  bank  credit  cards  has 
grown  to  more  than  $200  billion  today.   Revolving  credit, 
including  retail  store  cards  as  well  as  bank  cards,  is  now  the   ; 
largest  component  of  consumer  credit,  recently  surpassing  auto 
credit. 

How  this  development  affects  consumer  balance  sheets  is 
somewhat  unclear.   A  considerable  amount  of  this  revolving  credit 
is  commonly  called  "convenience  credit"  because  it  is  repaid  by 
consumers  within  an  interest-free  grace  period.   Whether  one 
should  view  convenience  credit  as  debt  in  a  true  sense  is  open  to 
question,  but  to  the  extent  that  convenience  credit  is  on  a 
creditor's  books  on  the  last  day  of  the  month,  it  will  be 
included  in  our  measure  of  consumer  credit.   The  contribution  of 
convenience  use  to  credit  growth  takes  on  more  importance  these 
days  as  people  run  more  expenditures  through  their  cards  to  rack 


54 


'up  frequent  flier  mileage  or  points  toward  purchase  of  an 
automobile.   Overall  credit  market  conditions  also  affect  the 
consumer's  choice  of  debt  and  makes  historical  comparison 
problematic.   For  example,  efforts  to  trim  debt  during  the  early 
1990s  and  the  early  part  of  this  expansion  were  probably 
reinforced  by  historically  wide  spreads  between  interest  rates 
consumers  were  paying  on  existing  loans  and  the  interest  rates 
they  could  earn  on  new  financial  assets.   In  response  to  these 
wide  spreads,  some  people  elected  to  pay  down  debts  with  maturing 
assets  rather  than  roll  them  over  at  extremely  low  yields.   For 
example,  a  consumer  with  a  maturing  certificate  of  deposit 
yielding  8  percent  might  choose  to  pay  off  a  10  percent  car  loan 
with  the  funds  when  new  certificates  of  deposit  yield  only  3  or  4 
percent.   In  essence,  these  spreads  represent  the  cost  of 
household  liquidity,  and  households  elected  to  assume  less  liquid 
positions,  reducing  levels  of  both  debt  and  of  financial  asset 
holdings  as  a  result  of  this  increased  cost.  Again,  the  lack  of 
comparability  of  these  developments  with  other  business  cycles 
makes  an  evaluation  of  consumer  debt  positions  difficult. 

In  sum,  these  factors  seem  to  have  come  together  in  recent 
months.   The  pattern  of  durable  goods  consumption  has  turned 
stronger,  providing  a  stimulus  to  the  growth  of  installment 
credit.   Healthier  consumer  balance  sheets,  resulting  from  both 
the  earlier  slowdown  in  growth  of  mortgage  and  consumer  debt  and 
substantially  lower  average  interest  rates  on  the  stock  of  debt, 
have  probably  made  individuals  feel  more  comfortable  about  taking 
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on  debt  again.   In  addition,  heavy  promotion  of  credit  cards  with 
rebates  and  other  incentives  tied  to  the  volume  of  transactions 
has  apparently  boosted  growth  in  this  area. 

As  I  have  indicated,  comparisons  of  growth  rates  over  time 
are  complicated.   Sifting  through  all  these  considerations,  I 
think  it  is  fair  to  say  that  the  strength  in  consumer  credit  seen 
so  far  is  not  out  of  line  with  historical  patterns.   We  also  need 
to  look  at  the  ability  of  households  to  support  the  debt.   The  ,. ..■ 
stock  of  mortgage  and  consumer  debt  relative  to  income  is 
historically  high,  and  has  begun  to  rise  a  bit  with  the  recent 
rebound  in  debt  growth  after  it  had  leveled  off  for  several 
quarters. 

On  the  other  hand,  debt-servicing  payments  —  covering  both 
interest  and  principal  --  relative  to  income  suggest  a  net 
decline  in  burden.   Our  staff's  estimate  of  the  share  of 
disposable  income  allocated  to  scheduled  principal  and  interest 
payments  by  the  end  of  last  year  had  fallen  appreciably  from  the 
beginning  of  the  decade.   This  decline  resulted  from  the  slowdown 
in  borrowing  as  well  as  to  lower  borrowing  costs,  especially 
those  resulting  from  the  surge  in  mortgage  refinancing  that 
accompanied  declines  in  mortgage  rates  to  historically  low 
levels.   More  recently,  as  household  debt  growth  has  strengthened 
and  interest  rates  have  turned  up,  debt  service  payments  perhaps 
have  edged  up. 

The  prospective  risks  this  might  pose  are  probably  best 
determined  by  direct  measures  of  debt  payment  performance.   In 
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this  regard,  delinquency  rates  on  consumer  and  mortgage  loans 
have  suggested  for  some  months  now  that  the  risks  associated  with 
debt  burdens  have  diminished.   According  to  both  industry  data 
from  the  American  Bankers  Association  and  calculations  from  bank 
call  reports,  consumer  loan  delinquencies  have  been  on  the 
downswing  since  at  least  early  1992. 

The  ABA  series  for  all  loans  combined  dropped  in  the  fourth 
quarter  last  year  to  its  lowest  level  since  the  first  quarter  of 
1984.   Similar  evidence  is  provided  by  data  on  past-due  auto 
loans  at  the  auto  finance  companies  and  on  past-due  home 
mortgages  reported  by  the  Mortgage  Bankers  Association.   Personal 
bankruptcies,  although  still  historically  quite  high,  have  also 
been  declining  in  recent  months. 

Nonetheless,  looking  below  these  aggregate  statistics,  there 
are  reasons  to  believe  that  some  households  have  not  made  much 
progress  in  relieving  debt  burdens.   As  I  have  remarked 
elsewhere,  there  is  some  evidence  to  suggest  that  middle  income 
households,  who  carry  the  bulk  of  household  debt,  may  not  have 
shared  fully  in  recent  income  growth  and  thus  in  the  improvement 
in  aggregate  debt-servicing  burden. 

Your  second  question  dealt  with  the  availability  and 
affordability  of  consumer  credit.   Availability  of  credit  --  the 
relative  willingness  of  creditors  to  make  loans  to  consumers  at 
specified  interest  rates  --  has  increased.   For  instance, 
responses  to  the  Federal  Reserve's  Senior  Loan  Officer  Opinion 
Survey  indicate  that  banks  have  become  progressively  more  willing 
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to  lend  to  consumers  since  shortly  after  the  end  of  the  recession 
in  1991.   Major  new  credit  card  plans  have  been  offered  within 
the  past  two  years,  such  as  the  joint  ventures  between  card 
issuers  and  the  major  auto  manufacturers. 

Many  factors  can  affect  the  availability  of  consumer  credit. 
Earlier  in  the  decade,  the  balance  sheet  strains  experienced  by 
financial  institutions  resulting  from  heavy  recession-related 
loan  losses  and  the  need  to  meet  stricter  capital  requirements 
restrained  the  availability  of  consumer  credit,  just  as  they 
limited  the  supply  of  other  types  of  credit.   The  profitability 
of  consumer  lending  remained  relatively  attractive,  however,  and 
this  type  of  lending  was  probably  curtailed  less  than  some  other 
types,  such  as  commercial  real  estate. 

The  development  in  recent  years  of  a  secondary  market  for 
consumer  loans  through  securitization  of  auto  loan  and  credit 
card  receivables  has  also  been  a  net  plus  for  credit  availability 
to  consumers.   Securitization  has  enabled  banks  and  other 
traditional  lenders  to  households,  such  as  auto  finance 
companies,  to  continue  to  originate  consumer  loans  even  when  they 
were  unable  to  profitably  fund  these  credits  themselves.   This 
has  brought  new  lenders  into  the  market  as  indirect  suppliers  of 
credit,  reducing  the  vulnerability  of  this  source  of  credit  to 
the  occasional  difficulties  of  traditional  lenders. 

An  important  component  of  the  af fordabllity  of  consumer 
credit  is  the  interest  rate  charged  on  consumer  loans.   As  you 
know,  these  rates  have  come  down  substantially.   Auto  loan  rates 
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at  banks  averaged  about  11  percent  in  1991,  but  had  dropped  to 
7-1/2  percent  on  average  by  the  first  quarter  of  this  year.   This 
rate  is  dramatically  lower  than  it  has  been  historically.   The 
previous  record  low  was  10  percent,  and  occurred  in  1972,  the 
year  the  series  was  begun.   As  a  result,  the  affordability  of 
automobiles  is  at  an  historical  high.   Or  put  another  way,  debt 
payments  on  a  new  car  relative  to  income  are  historically  low. 

With  regard  to  revolving  credit,  our  series  on  credit  card 
rates,  which  typically  has  shown  very  little  movement,  dropped  2 
percentage  points  from  its  recent  high  in  early  1991.   However, 
our  credit  card  series  may  not  fully  take  into  account  the 
increased  variety  of  terms  that  have  emerged  in  this  area. 
Market  segmentation  has  significantly  complicated  the  analysis  of 
effective  credit  card  rates.   In  all  likelihood,  the  reduction  in 
effective  rates  to  credit  card  holders  is  greater  than  our  survey 
would  suggest. 

The  third  question  in  your  letter  requires  us  to  look  ahead. 
In  my  judgment,  prospects  for  the  availability  and  affordability 
of  consumer  credit  are  likely  to  remain  quite  favorable.   Earlier 
this  year,  members  of  the  Federal  Open  Market  Committee 
anticipated  further  solid  gains  in  output  and  income  in  1994,  in 
the  neighborhood  of  3  percent  or  so,  a  view  that  appears  to  have 
been  confirmed  by  the  evidence  to  date.   Also,  private 
forecasters  continue  to  expect  growth  of  around  3  percent  this 
year.   In  this  context  of  continued  economic  expansion,  and  given 
the  stronger  position  of  banks  and  other  lenders,  mortgage  and 
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consumer  credit  should  generally  be  in  ample  supply.   This 
situation  will  be  buttressed  by  the  continued  development  of 
active  markets  for  securitized  mortgages  and  consumer 
receivables . 

The  final  question  in  your  letter  of  invitation  raised 
questions  about  interest  rates  on  consumer  deposits  and  whether 
they  are  unusually  low  in  relation  to  market  rates  by 
historical  standards.   It  is  important  to  note  that  historical 
comparisons  of  deposit  rates  can  be  tricky,  in  part  because 
retail  deposit  rates  were  subject  to  interest  rate  ceilings  prior 
to  the  1980s.   Financial  market  deregulation  and  innovations 
during  the  1980s  have  clearly  brought  tremendous  gains  to  savers, 
particularly  those  who  rely  on  typical  consumer  accounts. 

It  should  be  kept  in  mind  that  rate  spreads  have  been 
affected  by  greater  regulatory  costs  imposed  on  banks  and  thrifts 
in  recent  years,  notably  higher  deposit  insurance  premiums. 
Still,  the  evidence  shows  that  rates  on  NOW  accounts,  savings 
deposits,  and  money  market  deposits  have  been  very  sticky.   They 
have  been  especially  slow  to  respond  to  upward  movements  in 
market  interest  rates,  although  they  have  also  been  sluggish  in 
the  downward  direction.   In  1991  and  1992,  when  market  rates  of 
interest  were  coming  down,  rates  on  these  accounts  dropped  less 
rapidly,  making  them  quite  attractive  in  relation  to  market 
instruments,  such  as  Treasury  bills.   Rates  on  these  bank  deposit 
accounts  continued  to  fall  last  year  as  they  completed  the 
adjustment  to  the  earlier  declines  in  market  rates.   By  contrast, 
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'these  rates  currently  appear  to  be  sticky  in  an  upward  direction. 

In  part,  this  stickiness  may  reflect  costs  associated  with 
changing  such  deposit  rates.   These  costs  may  be  both  internal 
administrative  and  market  based.   Holders  of  these  accounts  seem 
to  expect  stability  in  rates  and  are  prone  to  close  accounts  and 
move  balances  elsewhere  when  deposit  rates  are  cut.   In  recent 
years,  when  market  rates  declined  to  the  historically  low  levels, 
bankers  appeared  reluctant  to  drop  rates  on  these  liquid  deposits 
and  disturb  their  long  term  depositors  in  these  accounts.   During 
earlier  rising  rate  environments,  rates  on  such  accounts  lagged 
earlier  upward  movements  in  market  rates.   Banks  and  thrifts  had 
been  unwilling  to  raise  rates  on  these  accounts  as  costs  would 
have  risen  for  all  accounts,  not  just  new  ones.   Taking  this 
historical  pattern  of  stickiness  into  account,  rates  on  these 
types  of  deposits  do  not  appear  to  be  noticeably  out  of  line  with 
previous  experience. 

In  the  case  of  retail  CDs,  rates  have  typically  adjusted 
quite  promptly  to  movements  in  market  interest  rates.   Unlike  the 
liquid  accounts  just  discussed,  adjusting  the  rate  on  such  time 
deposits  in  keeping  with  movements  in  market  rates  does  not 
immediately  affect  the  whole  cost  structure  of  time  deposits, 
only  the  cost  of  new  deposits  and  roll-overs.   Rates  on  retail 
CDs,  nonetheless,  appear  to  have  been  on  the  low  side  of 
historical  norms  over  the  past  year  or  so  perhaps  in  part  because 
loan  demand  had  been  rather  weak.   In  recent  months,  though,  loan 
demand  has  firmed  and  rates  on  retail  CDs  have  been  rising 
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steadily  as  banks  have  needed  to  raise  funds. 

In  conclusion,  Mr.  Chairman,  the  recent  strengthening  in 
consumer  credit  can  be  viewed  as  another  piece  of  evidence  that 
the  economic  expansion  is  firmly  in  place.   Credit  to  households 
appears  to  be  quite  readily  available  and  many  households,  having 
completed  substantial  adjustments  to  alleviate  debt-servicing 
strains,  are  showing  that  they  are  again  willing  to  borrow  to 
finance  spending.   Moreover,  changes  in  our  financial  system, 
notably  the  securitization  of  mortgage  and  consumer  debt,  will 
better  ensure  that  credit  supplies  are  not  disrupted  by  the 
financial  difficulties  of  any  segment  of  the  financial  services 
industry.   I  would  be  happy  to  answer  any  questions  you  might 
have. 
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BOARn    OF   GDVERNQRS 
OF  THE 

FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  D.  C.  30551-0001 


LAWRENCE   a.  LINDSEY 
MEMBER    OF  THE  BOARD 


June  23,  1994 


The  Honorable  Joseph  P.  Kennedy  II 
U.S.  House  of  Representatives 
1210  Longworth  Office  Building 
Washington,  DC  20515 

Dear  Mr.  Chairman: 

I  want  to  thank  you  again  for  the  opportunity  to  present  the 
Federal  Reserve's  views  on  the  issue  of  consumer  credit  at  the 
June  9  hearing.   As  promised  in  my  first  letter,  I  am  enclosing 
follow  up  information  in  response  to  the  Subcommittee's 
questions . 

The  Federal  Reseirve  staff  have  done  a  substantial  amount  of 
work  preparing  this  package.   I  would  particularly  like  to  call 
your  attention  to  the  table  on  page  5 .   It  presents  tabular  data 
on  credit  card  usage  and  income  from  the  Federal  Reserve  Board's 
triennial  Survey  of  Consumer  Finances,  including  data  from  the 
1992  survey  which  has  not  yet  been  made  public. 

Also  enclosed,  for  your  information  and  review,  is  a  copy  of 
Chairman  Greenspan's  May  27  testimony  before  the  Senate  Banking 
Committee  regarding  monetary  policy.   It  may  help  clarify  the 
relationship  between  monetary  policy  actions  and  interest  rates. 

You  will  recall  that  on  June  9  I  had  forwarded  to  you  a  copy 
of  my  speech  regarding  the  potentially  high  debt  burdens  facing 
today's  families.   Please  let  me  know  if  you  need  additional 
copies. 

Again,  thank  you  for  allowing  me  to  share  this  information 
with  you.   Please  let  me  know  if  you  have  further  questions  or 
would  like  to  discuss  these  issues  in  greater  detail. 

Sincerely, 
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Response  to  Questions  of  Subcommittee  Members 

Lawrence  B.  Lindsey 
Member,  Board  of  Governors  of  the  Federal  Reserve  System 

Regarding  testimony  before  the 
Subcommittee  on  Consumer  Credit  and  Insurance 

of  the 
Committee  on  Banking,  Finance  and  Urban  Affairs 

U.S.  House  of  Representatives 
June  9,  1994 
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1 .  Margin  credit 

The  table  entitled  Securities  Credit  at  Brokers  and  Dealers  gives 
margin  credit  as  reported  by  members  of  the  New  York  Stock 
Exchange.   Such  credit  expanded  by  a  record  amount  in  1993  but 
declined  some  over  the  first  five  months  of  this  year. 

2.  NFIB  survey  results  on  credit  availability 

The  latest  surveys  of  small  business  firms  by  the  National 
Federation  of  Independent  Business  suggest  that  the  availability 
of  credit  to  small  businesses  improved  during  the  first  half  of 
1994.   Of  those  respondents  who  regularly  sought  credit,  the  net 
percentage  that  indicated  credit  had  become  more  difficult  to 
obtain,  declined,  on  average,  as  it  has  over  the  past  two  years 
(chart).   During  the  first  half  of  1994.  readings  on  this  volatile 
series  have  generally  been  at  their  lowest  levels  since  the  late 
1980s.   However,  the  proportion  of  survey  respondents  who  report 
borrowing  at  least  once  every  three  months  has  drifted  down  to 
about  a  third  during  the  last  year  or  so,  the  lowest  fraction 
since  the  survey  began  in  the  early  1970s.   (The  NFIB  asks  about  a 
number  of  other  topics  in  each  of  its  surveys,  especially  those 
surveys  taken  in  the  first  month  of  each  quarter.   The  sample  size 
for  that  month  is  about  twice  as  large  as  in  the  other  two  months 
of  each  quarter.) 

3.  Consumer  indebtedness  and  credit  card  usage 

In  response  to  various  questions  about  consumer  indebtedness  and 
credit  card  usage  by  income  group,  a  table  entitled  Various 
Characteristics  of  Household  by  Income  Group  has  been  prepared. 
It  is  based  on  the  final  1989  and  preliminary  1992  Surveys  of 
Consumer  Finances.   It  shows: 

a.  Percent  with  a  credit  card  (first  line).   The  proportion  of 
households  with  a  credit  card  rises  with  income.   However, 
between  1989  and  1992.  the  lower  income  groups  (household 
income  below  $15,000  and  between  $15,000  and  $25,000)  reported 
significant  increases  in  credit  card  ownership:   for  the  first 
group,  ownership  rose  from  22  to  33  percent  and  for  the  second 
group  from  46  to  55  percent. 

b.  Households  with  a  credit  card  balance  (second  through  fourth 
lines)  .   About  50  to  60  percent  of  households  with  incomes 
below  $100,000  reported  balances  owed  on  their  credit  cards. 
Smaller  proportions  of  higher  income  groups  reported  credit 
card  balances.   Credit  card  balances  owed  tended  to  rise  less 
rapidly  than  income. 

c.  Convenience  users  of  credit  cards  (fifth  through  ninth  lines). 
Convenience  usage  generally  rises  with  income.   A  distinctly 
smaller  portion  of  respondents  acted  as  convenience  users 
(fifth  line)  than  said  they  were  usually  convenience  users 
(ninth  line) . 

d.  Debt  payments  (tenth  and  eleventh  lines).   The  portion  of 
households  with  debt  outstanding  is  lower  for  the  lowest 
income  groups,  those  with  family  incomes  below  $25,000.  and 


ranges  around  80  to  90  percent  for  those  in  other  income 
groups:  accordingly,  debt  payments  are  smaller  in  relation  to 
income  for  the  lowest  income  groups. 

e.   The  last  two  lines  of  the  table  give  the  distribution  of 

households  by  income  group  and  the  share  of  total  household 
income  accounted  for  by  each  income  group. 

Housing  af f ordability 

The  improvement  in  housing  aff ordability  that  had  been  evident 
over  recent  years  likely  came  to  an  end  in  late  1993  as  mortgage 
rates  turned  up.   Nonetheless,  aff ordability  remains  quite  high  by 
historical  standards.   Tending  to  limit  the  impact  of  the  recent 
increase  in  mortgage  rates  on  aff ordability  has  been  a  clear  shift 
in  1994  toward  adjustable  -  rate  mortgages  (ARMs)  .   While  rates  on 
ARMs  have  risen  by  roughly  the  same  amount  as  rates  on  fixed- rate 
mortgages  (FRMs)  this  year,  their  levels  remain  well  below  those 
on  FRMs.   Also,  at  current  mortgage  levels,  many  households  find 
it  advantageous  to  refinance  existing  mortgages,  although  the 
number  is  down  markedly  from  late  last  year. 
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SECURITIES  CREDIT  AT  BROKERS  AND  DEALERS 


1 


2 
Outstanding  Monthly  change 


3 
Record  high 

3 
Record  low 


Year-end  data: 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

1989 

1990 

1991 

1992 

1993 

Month-end  data: 


1993-May  48,630 

June  49.550 

July  49.080 

August  52.760 

September  53,700 

October  56.690 

November  59.760 

December  60,310 

1994-January  61.250 

February  62.020 

March  61.960 

April  60,700 

May  59.870 


■  $  millions 

62.020 

-t-3.680 

(2/94) 

(9/93) 

3.780 

-5.920 

(7/70) 

(10/87) 

14.500 

-1-254 

14.060 

-37 

12.980 

-90 

22.720 

+812 

22.470 

-21 

28.390 

-1-493 

36.840 

-^704 

31.990 

-404 

32.740 

^-63 

34.320 

-H32 

28.210 

-509 

36.660 

-^705 

43,990 

-^580 

60.310 

-1-1.433 

1 

,210 

920 

-470 

3 

,680 

940 

2 

.990 

3 

,070 

550 

940 

770 

-60 

1, 

,260 

■830 

1.  In  July  1986.  the  New  York  Stock  Exchange  stopped  reporting  certain  data 
items  that  were  previously  obtained  in  a  monthly  survey  of  a  sample  of 
brokers  and  dealers.   Data  items  that  are  no  longer  reported  include  number 
of  margin  accounts,  number  of  margin  accounts  in  debit  status,  and 
distributions  of  margin  debt  by  equity  status  of  the  account.   Historical 
data  are  available  for  these  series,  and  the  Board's  annual  survey  (FR2240) 
will  continue  to  provide  data  on  the  total  number  of  margin  accounts  and 
the  number  of  accounts  in  debit  status,  as  of  June  30  of  each  year. 

2.  For  annual  data,  changes  are  calculated  from  end-of-year  to  end-of-year 
on  a  monthly  average  basis. 

3 .  Records  are  based  on  data  available  since  the  initiation  of  the  series 
in  January  1965. 

4.  Break  in  series:  beginning  in  July  1983.  the  consolidation  of  previously 
separate  bond  margin  accounts  with  stock  margin  accounts  has  increased 
reported  margin  credit  outstanding.   The  consolidation  of  stock  and  bond 
accounts,  which  was  phased  in  over  the  next  year,  was  completed  on 

June  30.1984. 
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NFIB  Loan  Availability  Monthly  Survey  Results 


CREDIT  MORE  DIFFICULT  TO  OBTAIN  (NET) 

Monthly 


Percent 


16 


12 


1989  1990  1991  1992  1993  1994 

•Ot  borrowers  who  sought  credit  in  the  past  three  nwnths,  the  proportion  that  reported  more  difficulty  in  obtaining  credit  less 
the  proportion  that  reported  more  ease  in  obtaining  credit. 

RESPONDENTS  WHO  BORROW  REGULARir 


Percent 


45 


Monthly 


40 


35 


30 


25 


1989  1990  1991  1992  1993  1994 

•Number  ot  firms  that  indicate  they  borrow  at  least  once  every  three  months,  expressed  as  a  percent  of  all  survey  resporxJents 
Source:  National  Federation  of  Independent  Business.  Data  through  May  1994. 
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The  Best  of  Times  -  -  The  Worst  of  Times 

Thank  you.   It's  a  pleasure  to  be  here  tonight  to  discuss 
economic  trends.   As  economic  and  investment  professionals, 
you've  all  come  to  appreciate  how  easy  it  is  to  make  a  forecast 
these  days.   Whatever  the  question,  the  answer  is  three.   What 
will  real  growth  be?   About  three.   What  will  inflation  be? 
About  three.   What  about  short  rates?   Three  something. 

Tonight,  however,  I  am  going  to  resist  the  temptation  of 
just  uttering  the  number  three  and  sitting  down.   After  all,  if  I 
did  so,  you  might  think  that  I  didn't  earn  my  dinner.   And  if 
word  got  out  that  economics  was  as  easy  as  one,  two,  three,  we'd 
all  be  in  for  a  pay  cut. 

While  the  magic  number  for  the  economy  is  three,  the  grade 
we  should  give  our  current  economic  performance  is  a  ten.   I 
believe  that  the  reason  for  this  is  clear.   For  the  past  twelve 
years,  my  predecessors  and  colleagues  at  the  Federal  Reserve  have 
labored  successfully  to  establish  credibility  as  opponents  of 
inflation.   The  result  has  been  a  steady  and  continuous  decline 
in  the  long  bond  rate  of  more  than  sixty  basis  points  per  year  -- 
a  remarkable  cumulative  reduction  of  800  basis  points  in  the 
benchmark  ten  year  Treasury  bond,  for  example.' 

This  long  term  sustained  reduction  in  inflation  expectations 
and  interest  rates  has  provided  our  economy  with  one  of  the  most 


'  Economic  Report  of  the  President.  1994.  Table  B-72.  The 
10  Year  U.S.  Treasury  bond  averaged  a  13.91  percent  yield  in  1981 
and  a  5.87  percent  yield  in  1993. 


71 
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favorable  environments  for  maximizing  America's  economic 
potential  in  more  than  two  decades.   It  has,  for  example,  created 
the  highest  level  of  housing  af fordability  since  1973^  and  one  of 
the  lowest  costs  of  productive  capital  since  the  early  1960s^.   I 
believe  that  the  potential  benefits  of  this  environment  are 
widely  recognized  and  are  the  principal  cause  of  our  currently 
improving  economy. 

The  financial  health  of  the  private  sector  has  also  improved 
substantially.   Chairman  Greenspan's  metaphor  of  diminished 
financial  headwinds  is  a  particularly  apt  description  of  this 
phenomenon.   The  deleveraging  process  which  began  in  the  late 
1980s  has  left  corporate  balance  sheets  in  a  much  improved 
position.   Our  nation's  banks  are  as  healthy  as  they  have  been  in 
many  years.   Furthermore,  the  decline  in  mortgage  interest  rates 
and  other  key  lending  rates  have  worked  to  lower  the  overall  debt 
payment  burden  of  the  household  sector.  •     -' 

But  tonight  I  would  like  to  focus  on  the  household  sector 
and  take  a  detailed  look  at  consumer  spending  patterns  and 
balance  sheets.   I  believe  that  the  details  suggest  more  cause 
for  concern  than  the  aggregate  statistics  indicate.   For  what 
seems  to  be  one  of  the  best  of  times  financially  for  our  country 
as  a  whole  stands,  in  contrast,  to  what  is  arguably  one  of  the 
riskiest  times  that  large  parts  of  the  household  sector  have 


■     Federal  Reserve  Board,  Research  and  Statistics  Division, 
Mortgage  and  Consumer  Finance  Section. 

'     Federal  Reserve  Board,  Research  and  Statistics  Division, 
Capital  Markets  Section. 
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faced  in  many  years . 

While  the  conventional  forecast  of  sustained  three  percent 
growth  is  certainly  the  most  likely  economic  scenario,  I  believe 
that  the  financial  condition  of  much  of  the  household  sector 
poses  one  of  the  most  significant  downside  risks  to  the  current 
economic  environment.   Note  that  I  say  "much  of"  the  household 
sector,  for  many  households  are  doing  quite  well,  historically 
speaking.   Furthermore,  my  concerns  do  not  reflect  on  the  short 
term  outlook,  but  on  the  long-term  sustainability  of  the  current 
level  of  household  spending. 

My  case  tonight  is  that  the  aggregate  statistics  mask  the 
potential  risk  to  key  components  of  the  household  sector  for  two 
reasons.   First,  financial  innovations  and  tax  law  developments 
have  induced  many  households  to  assume  a  less  liquid  financial 
position  than  has  previously  been  the  case.   Second,  demographic 
and  labor  market  developments  have  weakened  the  financial 
position  of  the  core  households  of  our  country  --  the  middle-aged 
and  middle- class  --  far  more  than  the  aggregate  statistics 
indicate. 

To  better  understand  how  financial  innovations  and  changes 
in  the  tax  laws  have  altered  household  behavior,  let  us  begin 
with  a  comparison  of  household  spending  behavior  in  1993  versus 
1992.   Personal  income  in  1993  was  $244  billion  higher  than  the 
year  before"*.   Uncle  Sam  took  $37  billion  more  in  personal 


Economic  Report  of  the  President,  February  1994, 
Table  B-26. 
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taxes',  meaning  that  disposable  personal  income  was  $207  billion 
higher.   But,  personal  outlays  rose  $254  billion'.   In  Keynesian 
jargon,  the  marginal  propensity  to  consume  last  year  was  about 
1.2  --  $1.20  extra  was  spent  for  every  dollar  of  extra  income. 
This  is,  of  course,  unsustainable  in  the  long  term.   The  short- 
term  result  was  a  decline  in  the  personal  saving  rate  to  4 . 0 
percent  --  one  of  the  lowest  on  record^. 

In  and  of  itself,  this  historically  low  saving  rate  suggests 
that  households  were  stretching  their  budgets  last  year  to 
maintain  their  consumption.   But,  a  closer  look  at  the  components 
of  savings  suggests  that  their  "stretching"  was  even  more  extreme 
than  the  data  indicate  when  it  comes  to  the  liquidity  of  their 
balance  sheets. 

One  of  the  most  striking  elements  of  the  data  was  the 
increased  use  of  tax  sheltered  forms  of  saving,  notably  a  buildup 
of  pension  fund  and  life  insurance  reserves.   In  1992,  the 
buildup  of  reserves  in  these  two  tax  sheltered  vehicles  amounted 
to  half  of  the  net  acquisition  of  financial  assets  by  the 
household  sector*.   In  1993  however,  these  tax  sheltered 
investments  rose  to  nearly  70  percent  of  net  acquisition  of 


5 

B-27. 
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Federal  Reserve  Board,  Zl,  Flow  of  Funds  Accounts.  Flows 
and  Outstandings,  Fourth  Quarter  1993,  Households,  March  9,  1994. 
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financial  assets'.   So  while  total  personal  saving  fell  $47 
billion  in  1993  compared  with  1992,  tax  sheltered  personal  saving 
rose  $67  billion.   That  means  that  saving  outside  of  these  two 
vehicles  had  to  fall  by  $114  billion  between  the  two  years'". 

The  ramification  of  this  $114  billion  decline  in  other 
savings  becomes  clear  when  one  examines  where  this  decline  in 
unsheltered  saving  came  from.   Data  on  household  balance  sheets 
suggest  that  it  primarily  came  from  bank  accounts  and  sharply 
reduced  net  purchases  of  liquid  financial  market  securities.   We 
are  all  aware  that  banks  have  received  a  smaller  portion  of 
household  wealth  as  a  result  of  today's  interest  rate 
environment.   Although  bank  accounts  did  manage  to  grow  by  some 
$17  billion  in  1992,  the  total  amount  of  bank  deposits  actually 
fell  $18  billion  in  1993.   On  net,  therefore,  bank  deposits 
represented  $35  billion  of  the  decline  in  unsheltered  saving  in 
1993  compared  to  1992". 

The  household  ownership  of  securities  has  also  seen  a  rapid 


'  This  paper  uses  unpublished,  preliminary  Federal  Reserve 
Board  estimates  as  of  the  date  of  delivery,  March  7,  1994.  The 
data  were  revised  and  published  on  March  9  by  the  Federal  Reserve 
Board's  Flow  of  Funds  Section.  Using  the  revised  data  produces  64 
percent  rather  than  70  percent. 

'°  Unpublished,  preliminary  Federal  Reserve  Board  estimates 
(see  Footnote  9) .  See  Table  at  end  for  revised,  published  numbers. 
Comparable  figures  for  the  revised  data  are  -38  billion,  42  billion 
and  80  billion. 

"     Unpublished  Federal  Reserve  estimates  (see  Footnote  9) . 

Final,  revised  data  from  the  Federal  Reserve  Board,  Z.l, Flow  of 

Funds  Accounts.   Flows  and  Outstandings.   Fourth  Quarter 1993, 

Households,  March  9,  1994,  produces  17  billion,  -8  billion  and  -25 
billion. 
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transformation  with  the  rapid  growth  of  mutual  funds.   In  1992, 
households  acquired,  on  net,  individual  securities  (including 
security  credits)  of  $58  billion  and  increased  their  mutual  fund 
balances  by  $171  billion'^.   Broadly  speaking  therefore,  net 
investment  in  all  securities  rose  $229  billion.   In  1993,  by 
contrast,  net  acquisition  of  individual  securities  fell  $115 
billion  while  purchases  of  mutual  funds  rose  $269  billion.   The 
net  investment  in  all  securities  in  1993  therefore  was  only  $154 
billion,  down  $75  billion  from  1992'^.     -.         - 

Much  has  been  made  of  the  mutual  fund  boom  in  1993.   While 
the  growth  of  funds  that  year  did  set  a  record,  total  purchase  of 
securities  by  households  both  directly  and  indirectly  through 
mutual  funds  was  much  lower  in  1993  than  1992.   These  numbers 
show  that  the  accelerated  liquidation  of  individual  stocks  and 
bonds  by  the  household  sector  swamped  the  increased  purchases  of 
mutual  funds  in  1993  relative  to  1992.  "  -   ' 

The  reason  for  such  behavior  is  certainly  understandable. 
The  increased  use  of  tax  sheltered  vehicles  is  a  normal  reaction 
to  the  higher  rates  which  were  retroactively  imposed  in  last 


'^  Individual  securities  include  credit  market  instruments 
and  corporate  equities.  Security  credits  are  netted  out.  Federal 
Reserve  Board,  Z.l.  Flow  of  Funds  Accounts.  Flows  and  Outstandings, 
Fourth  Quarter  1993.  Households,  March  9,  1994,  Table  FIOO.  (Lines 
23,  32  and  37) . 

"  Unpublished  Federal  Reserve  estimates  (see  Footnote  9) . 
Final,  revised  data  from  the  Federal  Reserve  Board,  Z.l,  Flow  of 
Funds  Accounts,  Flows  and  OutstandinQS .  Fourth  Quarter  1993. 
Households,  Table  F.lOO,  March  9,  1994,  produces  for  1993  figures 
of  -105  billion,  268  billion  and  163  billion,  down  66  billion  from 
1992. 
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year's  tax  bill.   Individuals  are  clearly  increasing  the  share  of 
their  assets  which  they  hold  in  taxable  form.   But  tax  sheltered 
investments  are  not  perfect  substitutes  for  taxable  investments. 
In  other  words,  the  difference  is  more  than  just  taxes.   There 
are  three  key  differences  which  impact  the  financial  health  of 
the  household  sector. 

The  first  difference  is  that  the  buildup  of  pension  and  life 
insurance  reserves  is  an  inherently  less  liquid  form  of  saving 
than  are  either  bank  deposits  or  securities.   Withdrawal  is 
seldom  easy,  is  often  constrained  by  law  or  covenant,  and  often 
involves  punitive  tax  consequences.   This  reduced  liquidity 
suggests  that,  in  an  emergency,  households  have  less  easy  access 
to  their  assets  than  they  otherwise  would. 

The  second  difference  involves  the  actual  dollar  value  of 
saving  which  is  occurring.   The  data  on  tax  sheltered  saving  are 
reported  in  before- tax  magnitudes.   When  withdrawn,  most  of  this 
saving  will  be  taxed  at  a  federal  tax  rate  of  28  percent  and  a 
state  tax  rate  of  around  5  percent'''.   As  actual  after- tax  net 
wealth  goes,  each  dollar  of  tax  sheltered  saving  is  really  only 
worth  67  cents.   Furthermore,  because  of  a  10  percent  withdrawal 
penalty,  in  liquid  terms,  each  dollar  is  really  only  worth  57 
cents.   On  a  tax-adjusted  basis  therefore,  household  savings  is 
even  lower  than  the  aggregate  data  indicate. 

The  third  difference  is  a  distributional  one.   Households 
with  access  to  defined  contribution  pension  plans  are  generally 


Author's  estimates, 
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more  affluent  than,  say,  holders  of  bank  accounts,  or  even  mutual 
funds.   While  there  are  an  estimated  14  million  households  with 
401 (k)  or  403(b)  plans,  18  million  ovm  mutual  funds  and  83 
million  of  the  country's  96  million  households  have  bank 
accounts'^.   The  shift  into  tax- sheltered  saving  by  the  household 
sector  as  a  whole  may  indicate  that  those  households  most  likely 
to  be  financially  vulnerable  are  seeing  the  biggest  reduction  in 
their  financial  cushion.   The  reason  this  difference  is  of 
concern  is  the  qualitative  version  of  the  decrease  in  household 
liquidity.   Not  only  are  households  less  liquid  in  the  aggregate, 
but  it  may  be  that  those  who  need  liquidity  the  most  are  the  most 
financially  stretched. 

This  data  on  household  wealth  is  consistent  with  evidence  I 
will  present  later  on  household  earning  that  middle  income 
households  are  increasingly  stretched.   While  the  data  are  not 
sufficiently  disaggregated  to  prove  the  point  conclusively,  they 
strongly  indicate  both  lower  levels  and  less  liquid  forms  of 
saving  than  aggregate  evidence  suggests.   Most  important,  the 
data  suggest  that  relying  on  historical  comparisons  are  tricky 
and  liable  to  overstate  the  current  financial  health  of 
households . 

A  look  at  the  liability  side  of  the  household  balance  sheet 
also  reveals  trouble  spots.   In  order  to  finance  increased 
spending,  installment  credit  rose  $38  billion  faster  in  1993  than 


'^     Federal  Reserve  Board,  1992  Survey  of  Consumer  Finances, 
Unpublished  preliminary  data. 
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in  1992  while  mortgages  grew  $20  billion  faster'*.   Granted, 
residential  real  estate  sales  were  growing  along  with  purchases 
of  consumer  durables,  so  we  should  expect  some  rise  in  this  type 
of  debt.   But,  a  closer  look  at  the  numbers  indicates  that  a  good 
part  of  the  increase  in  mortgage  debt  was  probably  not  being  used 
to  finance  home  purchases,  but  was  probably  diverted  to 
consumption. 

Let's  look  at  mortgages.   During  1993,  total  household 
ownership  of  residential  structures  and  the  land  on  which  they 
sit  rose  $221  billion  in  value.   During  the  same  period,  mortgage 
debt  owed  by  households  rose  $191  billion'''.   In  other  words,  the 
rise  in  mortgage  debt  was  86  percent  of  the  rise  in  the  value  of 
residential  property'*.   But  the  standard  bank  or  finance  company 
mortgage  has  a  standard  loan  to  value  ratio  of  only  80  percent". 

This  80  percent  figure  actually  exaggerates  the  maximum 
plausible  amount  of  mortgage  financing  of  home  purchases.   This 
is  because  while  new  homeowners  may  be  mortgaging  their 
properties  to  the  hilt,  existing  homeowners  are  in  the  process  of 


'*  Unpublished  Federal  Reserve  estimates  (see  Footnote  9) . 
Final,  revised  data  from  the  Federal  Reserve  Board,  Z.l.  Flow  of 
Funds  Accounts.  Flows  and  Outstandings.  Fourth  Quarter  1993, 
Households,  March  9,  1994,  produces  43  billion  and  16  billion. 

'''  Unpublished  Federal  Reserve  estimates  (see  Footnote  9)  . 
Final,  revised  data  from  the  Federal  Reserve  Board,  C.9  Flow  of 
Funds,  Balance  Sheets  for  the  U.S.  Economy,  1945-93,  Households, 
March  9,  1994,  produces  275  billion  and  187  billion. 

"    Final  revised  data  produces  6  8  percent  (see  Footnote  9) . 

"  Author's  estimate  of  typical  loan  to  value  ratios 
required  by  secondary  market  investors  for  uninsured  mortgages. 
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retiring  the  mortgage  debt  on  the  property  they  bought  in 
previous  years.   On  average  then,  the  increase  in  mortgages  in 
any  one  year  should  be  well  under  80  percent  of  the  increased 
value  of  residential  property  holdings. 

Even  in  periods  such  as  the  19  80s,  which  are  supposedly  eras 
of  high  debt  growth,  the  rise  in  mortgages  is  much  less  than  80 
percent  of  the  rise  in  household  ownership  of  residential 
property.   Between  1981  and  1989  for  example,  mortgages  rose 
$1253  billion  while  residential  property  holdings  rose  $2486 
billion,  implying  a  50  percent  ratio  of  additional  mortgages  to 
additional  property  holdings^".   Applying  this  50  percent  ratio 
to  1993  suggests  that  $80  billion  of  the  $191  billion  rise  in 
mortgage  debt  during  that  year  was  used  for  consumption  or  some 
purpose  other  than  strictly  home  purchase*'. 

Tax  advantages  might  explain  why  an   individual   household 
would  opt  to  borrow  against  the  equity  value  of  its  home  since 
mortgage  interest  payments  are  tax  deductible  while  personal 
interest  payments  are  not.   While  explainable,  the  increased  use 
of  mortgage  finance  contributes  to  the  rise  in  long-term  debt  to 
finance  present  consumption.   This  might  be  considered  a 
potentially  troubling  development  for  household  balance  sheets. 

On  the  debt  front,  much  has  been  made  of  the  declining  debt 


^°  C.9.  Flow  of  Funds,  Balance  Sheets  for  the  U.S.  Economy, 
1945-93.  Households,  March  9,  1994,  Lines  48  and  37. 

^'  Unpublished  Federal  Reserve  estimates  (see  Footnote  9). 
Final,  revised  data  from  the  Federal  Reserve  Board,  C.9,  Flow  of 
Funds.  Balance  Sheets  for  the  U.S.  Economy,  1945-93.  Households, 
March  9,  1994,  produces  187  billion. 
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service  share  households  face  due  to  the  decline  in  interest 
rates  and  the  retiring  of  some  debt  during  the  early  1990s.   For 
example,  debt  service  as  a  percent  of  disposable  income  declined 
to  16  percent  in  1993,  back  down  to  the  1985  level  and  not  far 
from  the  historic  norm  of  15  percent  for  the  1960-1985  period^^. 
The  case  of  the  debt  service  ratio  illustrates  my  second  point 
about  aggregate  statistics  --  they  can  mask  the  effect  that 
demographic  trends  have  on  the  household  sector's  financial 
position. 

For  example,  consider  that  the  elderly  and  the  very  well-to- 
do  are  unlikely  to  engage  in  significant  debt  financing  of 
consumption  for  obvious  reasons.   Yet,  these  two  groups  of  the 
population  have  enjoyed  a  very  significant  rise  in  the  share  of 
income  they  receive.   In  1960,  for  example,  the  elderly  received 
just  7  percent  of  household  income.   By  1993  their  share  was  over 
16  percent".   Similarly,  the  share  of  income  going  to  the  top  1 
percent  of  households  has  risen  from  9  percent  in  1960  to  13 
percent  today^'*.   In  aggregate  therefore,  the  share  of  income 
going  to  these  two  groups  has  risen  from  16  percent  to  29 
percent .   Consequently  the  share  of  income  received  by  everyone 


^^  Federal  Reserve  Board,  Monetary  Affairs  Division.  See 
table  in  the  back. 

^^  Series  P-60,  Money  Income  of  Households,  Families,  and 
persons  in  the  United  States.  Bureau  of  the  Census.  Data  from  1960 
to  1992  editions,  extrapolated  for  missing  years. 

^^  U.S.  Department  of  Treasury.  Data  extrapolated  for 
missing  years  using  data  for  the  top  5  percent  from  the  Census 
Bureau  P-60  Series  of  publications. 
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else   those  likely  to  borrow  --  has  fallen  from  84  percent  of 
income  to  71  percent.  .  . 

This  means  that  even  a  constant  debt  burden  as  a  share  of 
total  income  actually  involves  a  much  higher  burden  on  those 
likely  to  be  shouldering  that  debt.   If  pne  adjusts  the  debt 
service  burden  for  these  demographic  factors,  the  average  debt 
service  burden  for  those  most  likely  to  borrow  during  the  1960- 
1985  period  turns  out  to  be  roughly  18  percent.   The  1993  level 
of  this  measure  of  debt  service  burden  stands  at  23  percent". 
Instead  of  being  within  one  percentage  point  of  the  historic 
norm,  debt  service  has  risen  by  5  percentage  points  to  consume  28 
percent  more  of  disposable  personal  income  for  this  group.   In 
terms  of  total  debt  outstanding,  the  demographic  adjustment 
raises  the  ratio  of  total  debt  outstanding  to  disposable  income 
from  77  percent  to  108  percent^'. 

This  squeeze  on  the  relative  income  position  and  consequent 
ability  to  service  debt  by  the  middle-aged  middle-class  is  also 
evident  from  an  analysis  of  the  functional  distribution  of  income 
--  how  the  pie  is  divided  among  wages,  interest,  and  dividends. 
By  and  large  this  middle  group  lives  off  the  wages  and  salary 
income  it  earns.   While  89  percent  of  all  wages  are  received  by 


"  Debt  service  data  is  not  available  disaggregated  by 
income  class  or  age.  As  a  rough  estimate,  we  assume  that  the  top 
1  percent  of  the  income  distribution  and  those  over  65  have  a 
negligible  amount  of  debt  outstanding.  While  this  estimate  may 
overstate  the  level  of  the  debt  burden,,  the  historic  trends  still 
portray  the  pattern  described. 

^'  Federal  Reserve  Board,  Monetary  Affairs  Division.  See 
table  in  the  back  for  more  detail. 
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those  under  65  in  households  making  less  than  $200,000,  only  30 
percent  of  interest  is  received  by  such  households  and  only  28 
percent  of  dividends^^.   Of  course,  non- elderly  middle  class 
households  are  also  negligible  recipients  of  transfer  payments. 

During  1993,  however,  only  38  percent  of  the  gains  in 
personal  income  were  paid  in  the  form  of  wages,  net  of  social 
insurance  taxes,  28  percent  was  paid  as  capital  income  and  22 
percent  paid  in  the  form  of  transfers.   The  remaining  12  percent 
represented  fringe  benefits.   This  is  the  lowest  wage  share  of 
personal  income  gains  in  recent  times.   Even  during  the  1981-1989 
period,  an  era  which  some  political  mythology  describes  as  an  era 
in  which  the  middle- class  got  squeezed,  52  percent  of  income 
gains  were  paid  in  the  form  of  wages,  28  percent  was  paid  to 
capital,  14  percent  in  the  form  of  transfers  and  6  percent  in 
fringes*'.   Furthermore,  forecasts  of  personal  income  growth 
suggest  that  this  wage  share  is  unlikely  to  grow  much  and  will 
not  attain  the  levels  of  the  1980s. 

Compensation  and  productivity  data  tell  much  the  same  story. 
Between  1981  and  1989,  output  per  hour  in  the  non- farm  business 
sector  grew  8.7  percent.   Real  compensation  per  hour  rose  only 
3.9  percent.   This  higher  compensation  absorbed  about  45  percent 
of  productivity  gains.   During  1993,  output  per  hour  in  the  non- 
farm  business  sector  grew  1.5  percent.   Real  compensation  per 


27 


Statistics  of  Income,  Internal  Revenue  Service. 


^'    Economic  Report  of  the  President.  February  1994, 
Table  B-26. 
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hour  rose  only  0.2  percent^'.   Thus,  higher  compensation  absorbed 
about  13  percent  of  productivity  gains. 

Thus,  data  from  a  wide  variety  of  perspectives  show  that  the 
income  base  of  the  middle  class  eroded  in  1993  relative  to  the 
experience  of  the  1980s.   This  occurred  at  the  same  time  that 
debt  burdens  on  this  group  maintained  near- record  high  levels  and 
households  were  stretching  their  budgets  to  historically 
unprecedented  levels  to  maintain  consumption.   There  is  not  a  lot 
of  evidence  that  these  pressures  will  be  alleviated  at  any  point 
in  the  foreseeable  future. 

Further,  this  data  seems  to  be  reflected  in  consumer 
attitudes.   Last  fall,  Money  magazine  and  ABC  News  did  a 
comprehensive  interview  of  2,154  American  households^".   The 
respondents  clearly  recognized  that  a  national  recovery  was 
underway  and  were  optimistic  about  the  nation's  economic  future. 
Furthermore,  they  rated  this  a  very  good  time  to  buy  both  homes 
and  cars,  no  doubt  a  reflection  of  the  current  low  interest  rate 
environment  which  holds  down  monthly  payments.   But,  households 
were  far  less  sanguine  about  their  personal  finances.   They  did 
not  feel  that  the  general  national  picture  affected  their  daily 
lives.   One  other  key  finding  in  the  Money/ABC  poll  summarizes 
this  concern.   In  spite  of  a  clearly  better  economy  in  late  1993 
relative  to  a  year  earlier,  and  widespread  media  coverage  that 


''    Economic  Report  of  the  President,  February  1994, 
Table  B-47. 

'°    Money  Magazine,  March  1994,  p. 12-15. 
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this  was  so,  the  number  of  respondents  seeing  America  in  long 
term  decline  was  up  13  percentage  points  from  43  percent  to  56 
percent.   This  may  be  evidence  that,  in  their  own  way,  households 
recognize  the  potentially  unsustainable  condition  of  their 

T 

finances . 

Americans  seem  to  be  currently  stretching  their  finances 
because  they  see  the  business  cycle  induced  improvements  in  the 
economy  and  are  therefore  willing  to  assume  a  riskier  position 
for  their  balance  sheets.   This  pattern  was  very  similar  to  what 
happened  during  the  1980s  when  the  personal  saving  rate  fell  from 
nearly  8.6  in  1982  at  the  trough  of  the  recession  to  4 . 3  percent 
by  1987,  with  expansion  fully  underway.   Following  the  1973-1975 
recession,  the  personal  saving  rate  fell  from  8.9  percent  at  the 
recession's  trough  in  1974  to  6 . 3  percent  by  1977,  when  that 
expansion  was  fully  underway^'. 

The  importance  of  these  declines  in  saving  as  a  spur  to 
inducing  economic  growth  should  not  be  underestimated.   In  the 
1980s,  for  example,  had  the  personal  saving  rate  stayed  at  its 
1982  level,  personal  consumption  expenditures  would  have  been 
$131  billion  lower  in  real  terms  in  1987,  ceteris  paribus.   That 
$131  billion  represents  17  percent  of  the  growth  in  real  GDP 
during  those  5  years . 

In  the  current  cycle,  the  personal  saving  rate  dropped  from 
a  high  of  5.3  percent  in  1992  to  4 . 0  percent  in  1993.   Using  the 


^'     Economic  Report  of  the  President,  February  1994, 
Table  B-27. 
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same  analysis  as  above,  a  real  increase  in  personal  consumption 
of  $56  billion  was  due  to  the  decline  in  the  saving  rate.   That 
$56  billion  amounts  to  38  percent  of  the  $146  billion  increase  in 
real  GDP  in  1993  over  1992.   Thus,  the  decline  in  personal  saving 
was  more  than  twice  as  important  last  year  as  it  was  during  the 
1980s  as  a  spur  to  growth  in  the  overall  economy. 

An  obvious  problem  for  economic  growth  in  the  next  two  years 
is  that  a  sustained  decline  in  the  personal  saving  rate  as  a 
means  of  financing  higher  consumption  seems  unlikely.  1993 
represented  a  record  low  in  this  measure.   Furthermore,  the 
1993  tax  legislation  is  going  to  affect  household  cash  flow  for 
the  first  time  this  year.   This  tax  increase  is  likely  to  lower 
the  saving  rate  still  further,  all  else  equal. 

The  Administration  correctly  argued  that  the  drag  on 
spending  from  their  proposed  tax  increase  would  be  reduced 
because  the  great  majority  of  the  increase  fell  on  upper  income 
taxpayers.   The  Administration's  1995  Budget  shows  that  of  a 
$41.3  billion  increase  in  taxes,  $32.9  billion  or  80  percent, 
falls  on  taxpayers  earning  over  $200,000".   Just  for  argument 
sake,  let's  say  that  the  80  percent  share  that  the  wealthy  pay 
comes  out  of  personal  saving  while  the  remaining  20  percent  comes 
out  of  consumption.   That  would  mean  that  the  tax  increases  would 
cause  a  mere  $8  billion  drag  on  aggregate  expenditure.   But,  it 
would  involve  a  14  percent  decline  in  personal  saving  and  a 


"    Budget  of  the  U.S.  Government.  Fiscal  Year  1995,  Office 
of  Management  and  Budget,  p. 59. 
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17 
personal  saving  rate  of  3.5  percent,  without  any  increase  in 
consumption. 

Where  this  fall  in  saving  would  come  from  on  the  household 
balance  sheet  is  certainly  an  area  of  pure  conjecture,  but  the 
magnitude  of  the  adjustment  involved  is  troubling.   For  example, 
let's  say  that  bank  deposits  stay  even  in  1994  with  their  1993 
level  while  other  parts  of  the  household  balance  sheet  continue 
at  their  1993  pace.   Then,  net  purchases  of  financial  market 
instruments  including  mutual  funds  would  fall  to  just  $83 
billion,  one  third  of  their  1992  level.   Such  a  decline  could 
have  significant  repercussions  for  market  performance. 

In  sum,  I  believe  that  the  household  sector  poses  one  of  the 
most  serious  risks  to  the  continuation  of  this  recovery.   Again, 
I  believe  that  the  consensus  forecast  of  roughly  3  percent  growth 
is  the  most  likely  outcome  for  the  rest  of  1994.   But,  we  must 
realize  that  the  situation  in  the  household  sector  is  far  less 
positive  than  it  was  during  the  1980s.   Not  only  is  personal 
saving  at  a  record  low,  but  households  are  less  liquid  than  at 
any  time  in  memory.   Furthermore,  the  capacity  for  income  growth 
to  improve  those  balance  sheets  is  greatly  inhibited  as  the  wage 
share  of  income  growth  is  also  at  historic  lows.   Unexpected 
shocks  to  the  system  from  higher  taxes,  higher  energy  prices,  or 
even  significantly  higher  inflation,  could  cause  difficulties  for 
what  is  already  a  challenging  situation. 
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TABLE  1 

"Savings"  or  Net  Acquisition  of  Financial  Assets 

Life  Insurance  Reserves 

Pension  Reserves 

Disposable  Personal  Income  (DPI) 

"Non- Retirement  Savings"  or  A  minus  B  minus  C 

"Non-Retirement  Savings"  as  a  share  of  DPI  or  E  divided  by  D 

"Retirement  Savings"  as  a  Share  of  "Savings"  or  B  plus  C  divided  by  A 

ABC  D  E  F 


1946 

16.1 

3.8 

1.3 

158.9 

11.0 

6.9% 

31.5% 

1947 

10.9 

3.2 

2.3 

168.8 

5.5 

3.3% 

49.5% 

1948 

12.9 

2.8 

'2.5 

188.2 

7.6 

4.0% 

41.2% 

1949 

9.0 

2.8 

2.8 

187.9  - 

3.4 

1.8% 

62.0% 

1950 

17.0 

2.9 

3.2 

207.5 

10.8 

5.2% 

36.2% 

1951 

19.9 

2.7 

3.6 

227.6 

13.6 

6.0% 

31.7% 

1952 

29.5 

2.9 

5.6 

240.2 

21.1 

8.8% 

28.7% 

1953 

25.1 

3.0 

5.0 

255.5 

17.1 

6.7% 

31.8% 

1954 

18.0 

2.7 

5.3 

261.3 

10.0 

3.8% 

44.3% 

1955 

24.7 

2.9 

5.8 

279.9 

16.0 

5.7% 

35.2% 

1956 

28.5 

3.5 

6.3 

298.8 

18.8 

6.3% 

34.1% 

1957 

27.7 

2.7 

7.0 

315.3 

18.0 

5.7% 

35.1% 

1958 

30.9 

3.1 

7.6 

326.4 

20.3 

6.2% 

34.5% 

1959 

30.0 

3.4 

8.8 

346.7 

17.8 

5.1% 

40.7% 

1960 

30.7 

3.2 

8.7 

360.6 

18.7 

5.2% 

38.9% 

1961 

33.3 

3.4 

9.1 

376.3 

20.7 

5.5% 

37.7% 

1962 

37.4 

3.8 

9.8 

398.7 

23.8 

6.0% 

36.2% 

1963 

43.0 

4.2 

10.2 

418.3 

28.5 

6.8% 

33.7% 

1964 

50.8 

4.4 

12.7 

454.7 

33.7 

7.4% 

33.7% 

1965 

52.9 

4.8 

13.0 

491.0 

35.1 

7.1% 

33.7% 

1966 

60.7 

4.7 

15.5 

530.7 

40.5 

7.6% 

33.2% 

1967 

66.9 

5.2 

14.4 

568.7 

47.3 

8.3% 

29.3% 

1968 

66.3 

4.8 

16.3 

617.8 

45.2 

7.3% 

31.8% 

1969 

60.9 

5.0 

18.3 

663.8 

37.6 

5.7% 

38.3% 

1970 

70.3 

5.3 

20.5 

722.0 

44.5 

6.2% 

36.8% 

1971 

92.1 

6.4 

24.0 

784.8 

61.8 

7.9% 

32.9% 

1972 

109.9 

6.9 

43.6 

848.5 

59.4 

7.0% 

45.9% 

1973 

140.8 

7.3 

34.4 

958.1 

99.0 

10.3% 

29.7% 

1974 

111.0 

7.1 

37.4 

1046.6 

66.5 

6.4% 

40.1% 

1975 

151.8 

8.1 

63.5 

1150.9 

80.2 

7.0% 

47.1% 

1976 

174.8 

8.8 

51.5 

1264.0 

114.4 

9.1% 

34.5% 

1977 

216.3 

9.5 

70.8 

1391.3 

136.0 

9.8% 

37.1% 

1978 

231.5 

11.2 

83.1 

1567.8 

137.2 

8.8% 

40.7% 

1979 

251.3 

10.7 

92.8 

1753.0 

147.8 

8.4% 

41.2% 

1980 

254.9 

9.7 

117.1 

1953.0 

128.0 

6.6% 

49.8% 

1981 

271.1 

9.2 

117.5 

2174.5 

144.4 

6.6% 

46.7% 

1982 

286.4 

7.2 

170.9 

2319.6 

108.3 

4.7% 

62.2% 

1983 

370.0 

8.0 

168.2 

2493.7 

193.8 

7.8% 

47.6% 

1984 

399.7 

5.2 

157.2 

2759.5 

237.3 

8.6% 

40.6% 

1985 

509.4 

10.7 

271.2 

2943.0 

227.5 

7.7% 

55.3% 

1986 

498.1 

17.5 

274.5 

3131.5 

206.1 

6.6% 

58.6% 

1987 

421.9 

26.0 

194.9 

3289.6 

201.0 

6.1% 

52.4% 

1988 

415.2 

25.3 

140.1 

3548.2 

249.8 

7.0% 

39.8% 

1989 

491.6 

28.8 

309.7 

3787.0 

153.1 

4.0% 

68.8% 

1990 

439.2 

25.7 

158.1 

4050.6 

255.4 

6.3% 

41.8% 

1991 

431.6 

25.7 

358.8 

4230.6 

47.1 

1.1% 

89.1% 

1992 

502.7 

27.3 

227.8 

4500.2 

247.7 

5.5% 

50.7% 

1993 

464.6 

55.6 

241.9 

4707.4 

167.1 

3.6% 

64.0% 

Source: 

Federal 

Reserve  Board.  Z.l, 

Flow  of  Funds, 

Flow  of 

Funds  Accounts 

Flows 
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TABLE  2 

Debt  burdens  relative  to  Disposable  Personal  Income  (DPI) 

Debt         Middle        Adjusted  Outstanding 

Service      Aged  Middle   Burden  Debt  As  a 

Burden       Class  Share  of  DPI 

A              B              C  D 

83.9           16.5  48.0 

83.1  17.3  49.3 

83.8  17.2  50.6 

83.6  17.8  53.2 

83.3  '  18.2  54.2 
83.5           18.7  55.1 

83.2  18.8  55.0 
82.2           19.1  53.9 

82.9  18.6  53.1 

82.7  18.8  53.2 
82.5  18.8  51.5 
82.2           18.9  50.8 

81.8  19.1  52.2 
81.8           19.0  52.4 

81.5  18.8  52.7 
81.0           18.7  51.0 

80.6  18.4  51.8 
80.0           18.8  54.8 

79.7  19.3  57.4 
79.2  19.9  60.0 
79.2  19.7  59.8 
79.0           19.0  57.8 

78.0  18.9  56.7 
77.2           18.7  55.9 

76.4  19.5  57.6 
76.4           21.0  61.5 

75.1  22.2  65.4 

74.2  23.0  70.1 
71.1  24.3  72.4 
72.0  25.0  75.3 
69.0  25.9  76.3 
70.4  24.6  76.9 
70.6  23.4  76.1 
70.6           22.9  76.8 

All  figures  expressed  as  percentages. 

A:    Household  debt  service  payments  relative  to  DPI 

B:    Estimated  share  of  income  going  to  families  with  house  holders  under  65  years 

of  age  or  with  income  less  that  the  top  1  percent  (see  text). 
C:    Adjusted  Burden  equals  Debt  Service  Burden  divided  by  Middle  Aged  Middle 

Class,  or  A  divided  by  B 
D:    Consumer  installment  and  home  mortgage  debt  outstanding  relative  to  DPI 

Sources:  Federal  Reserve  Board  (Debt  Service  Burden  and  Debt  Outstanding  as  a 
Share  of  Disposable  Personal  Income),  U.S.  Department  of  the  Treasury 
(AGI  going  to  the  top  1  percent)  ,  and  the  Census  Bureau  (income  received 
by  householders  over  65  years  old  and  income  received  by  the  top  5 
percent) . 

1993  figures  are  preliminary  estimates. 


1960 

13.8 

1961 

14.4 

1962 

14.4 

1963 

14.9 

1964 

15.2 

1965 

15.6 

1966 

15.7 

1967 

15.7 

1968 

15.5 

1969 

15.6 

1970 

15.5 

1971 

15.6 

1972 

15.6 

1973 

15.5 

1974 

15.4 

1975 

15.2 

1976 

14.8 

1977 

15.1 

1978 

15.4 

1979 

15.7 

1980 

15.6 

1981 

15.0 

1982 

14.8 

1983 

14.4 

1984 

14.9 

1985 

16.0 

1986 

16.7 

1987 

17.1 

1988 

17.3 

1989 

18.0 

1990 

17.9 

1991 

17.4 

1992 

16.6 

1993 

16.2 
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Owner  Occupied 
Real  Estate 


1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
^y  1970 
"  1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 


132. 

5 

149. 

6 

175. 

5 

197. 

1 

214. 

7 

239. 

7 

266. 

8 

291. 

6 

312. 

6 

335. 

4 

364. 

8 

391. 

9 

416. 

3 

438. 

8 

464. 

4 

488. 

2 

512. 

5 

535. 

,9 

559. 

2 

584. 

,6 

609. 

.6 

651. 

,9 

688. 

.2 

768. 

.7 

826. 

,7 

867, 

.4 

945, 

.7 

1085, 

.5 

1234, 

.9 

1395 

.2 

1572 

.1 

1790 

.4 

2094 

.7 

2478 

.2 

2897 

.2 

3289 

.4 

3572 

.6 

3758 

.4 

3983 

.9 

4349 

.4 

4650 

.1 

4978 

.2 

5368 

.9 

5619 

.6 

6058 

.5 

5979 

.0 

6440 

.7 

6671 

.7 

6946 

.6 

TABLE  3 

Mortgages 

Mortgages  as  a 

Share  of  Ovmer 

Occ.  Real  Est. 

18.0 

13.6% 

21.9 

14.6% 

26.6 

15.2% 

31.2 

15.8% 

35.3 

16.4% 

41.7 

17.4% 

48.0 

18.0% 

54.2 

18.6% 

61.M 

19.7% 

70.1 

20.9% 

82.1 

22.5% 

92.8 

23.7% 

101.3 

24.3% 

110.5 

25.2% 

123.1 

26.5% 

133.9 

27.4% 

145.6 

28.4% 

159.0 

29.7% 

174.6 

31.2% 

190.8 

32.6% 

207.0 

34.0% 

219.5 

33.7% 

231.9 

33.7% 

247.0 

32.1% 

262.3 

31.7% 

273.6 

31.5% 

296.5 

31.4% 

331.9 

30.6% 

370.7 

30.0% 

401.7 

28.8% 

439.2 

27.9% 

499.5 

27.9% 

590.0 

28.2% 

696.4 

28.1% 

808.6 

27.9% 

904.9 

27.5% 

973.3 

27.2% 

1004.7 

26.7% 

1092.8 

27.4% 

1220.2 

28.1% 

1378.8 

29.7% 

1573.7 

31.6% 

1795.3 

33.4% 

2007.8 

35.7% 

2225.8 

36.7% 

2419.4 

40.5% 

2580.2 

40.1% 

2751.3 

41.2% 

2938.3 

42.3% 

Change  in  Mortgages 
as  a  Share  of  Change 
in  Owner  Occ.  Real  Est. 


22. 

9% 

18. 

2% 

21. 

3% 

23. 

0% 

25. 

8% 

23. 

1% 

24. 

9% 

34. 

6% 

38. 

1% 

40. 

7% 

39. 

6% 

34. 

8% 

40. 

7% 

49. 

2% 

45. 

2% 

48. 

6% 

56. 

,8% 

67. 

,1% 

63. 

,8% 

64. 

.9% 

29. 

.5% 

34. 

.3% 

18, 

.7% 

26, 

.4% 

27, 

.8% 

29, 

.3% 

25, 

.3% 

26 

.0% 

19 

.4% 

21 

.2% 

27 

.6% 

29 

.7% 

27 

.7% 

26 

.8% 

24 

.6% 

24 

.1% 

16 

.9% 

39 

.  1% 

34 

.9% 

52 

.7% 

59 

.4% 

56 

.7% 

84 

.8% 

49 

.7% 

243 

.5% 

34 

.8% 

74 

.0% 

68 

.0% 

Source:    Federal  Reserve  Board,  C.9,  Flow  of  Funds,  Balance  Sheets  for  the  U.S. 
Economy.  1945-93.  March  9,1994,  Households,  Table  B.IOO. 
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TESTIMONY  OF  JAMES  K.  GALBRAITH,  PROFESSOR  AT  THE  LYNDON  B. 
JOHNSON  SCHOOL  OF  PUBLIC  AFFAIRS  AND  THE  DEPARTMENT  OF 
GOVERNMENT,  THE  UNIVERSITY  OF  TEXAS  AT  AUSTIN,  BEFORE  THE 
SUBCOMMITTEE  ON  CONSUMER  CREDIT  AND  INSURANCE,  COMMITTEE  ON 
BANKING,  FINANCE  AND  URBAN  AFFAIRS,  UNITED  STATES  HOUSE  OF 
REPRESENTATIVES,  JUNE  9,  1994,  10:00  AM. 

Chairman  Kennedy,  Members  of  the  Subcommittee,  it  is  a  great 
pleasure  for  me  to  return  today  to  the  House  Banking  Committee, 
where  I  once  spent  six  happy  years  as  a  member  of  the  staff. 

You  have  asked  for  testimony  on  trends  in  the  af fordability  of 
consumer  credit.  Let  me  begin  with  a  table  from  The  New  York 
Times  of  Saturday,  June  4,  which  compares  major  consumer  interest 
rates  with  those  of  a  year  ago. 

TABLE  ONE 
"INTEREST  RATES  YOU  CAN  PAY" 


30-year  fixed 

mortgage 
15-year  fixed 

mortgage 
1-yr  adjustable 

mortgage 
Home-equity  loan 

New  car  loan 

Prime  rate* 

1-yr  Treasury* 


Latest 

Year 

Ago 

Change 

8.48 

7.37 

1.11 

7.93 

6.83 

1.10 

5.29 

4.49 

0.80 

7.62 

6.83 

0.79 

8.29 

8.29 

0.0 

7.25 

6.00 

1.25 

5.35 

3.67 

1.68 

3 -Month  T-Bill 

6 -Month  CD 

Money  Market  Fund 

Tax-exempt  Money 
Market  Fund. 

S&P  500  Dividend 
yield 


"INTEREST  RATES  YOU  CAN  EARN" 
4.12  3.10 

3.23  2.86 

3.51  2.62 

2.35  2.20 

2.84  2.80 


1.02 
0.37 
0.89 
0.15 
0.04 


*Rates  used  to  set  adjustable  loan  rates. 
Source:  New  York  Times .  Saturday  June  4,  1994,  p.  30  (extract) 
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The  Interest  Tax 

The  table  is  clear.  Interest  rates  have  risen  across  the  board 
since  the  Federal  Reserve  began  raising  rates  on  February  4  of 
this  year.  But   thoss  paid  by  consumers   have  risen  more   than   those 
received  by  consumers.    And  interest  rates  to  which  pre-existing, 
adjustable-rate  loans  are  often  tied,  such  as  the  prime  rate  or 
the  one-year  Treasury  bill  rate,  have  risen  the  most  of  all. 

Most  middle-class  American  families  pay  more  interest  than  they 
earn.  For  these  households,  one  may  compare  the  rise  in  interest 
rates  to  a  tax.  In  my  own  case,  it  is  a  tax  that  will  add  over 
$2,000  dollars  a  year  to  my  adjustable-rate  home  mortgage.  For 
many  American  households,  including  mine,  it  is  a  far  larger  tax 
increase  than  last  year's  income  tax  rate  increases.  It  is  a  tax 
that,  in  effect,  transfers  the  burden  of  last  year's  income  tax 
increases  from  the  very  wealthy  —  net  financial  creditors  —  to 
the  middle  class. 

And  it  is  a  tax,  unlike  all  other  taxes,  that  works  to  increase 
the  federal  budget  deficit.  Indeed,  taking  the  average  rise  in 
interest  rates   across  the  yield  spectrum  so  far  at  one  percent 
(an  underestimate)  and  using  the  table  found  at  p.  76  in  the 
January  1994  CBO  Economic  and  Budget  Outlook,  we  find  that  the 
Federal  Reserve  has  already   added  over  $100  billion  to  the 
cumulative  1994-1998  budget  deficit,  wiping  out  one-fifth  of  the 
progress  made  in  OBRA93  last  year. 

The  Interest  Rate  Hikes  Were  A  Mistake 

On  February  22,  1994,  Federal  Reserve  Chairman  Alan  Greenspan 
testified  to  Congress  that: 

The  test  of  successful  monetary  policy  [now]  is  our 
ability  to  limit  the  upward  movement  of  long-term  rates 
from  what  it  would  otherwise  have  been  with  less 
effective  policy.   Moderate  to  low  long-terra  rates, 
with  rare  exceptions,  are  an  essential  ingredient  of 
sustainable  long-term  economic  growth.   When  we  take 
credible  steps  to  head  off  inflation  before  it  can 
begin  to  intensify,  the  effects  on  long-term  rates  are 
muted . 

By  this  test,  the  policy  of  raising  short-term  interest  rates 
failed.  Contrary  to  Chairman  Greenspan's  professed  purposes, 
long-term  interest  rates  soared.   Thirty-year  fixed-rate  home 
mortgage  loans  were  available  at  about  7  1/4  percent  in  January. 
At  this  writing  they  nearly  8  1/2  percent.  Some  medium-  and 
long-term  rates,  such  as  the  3-year  and  10-year  Treasuries, 
actually  rose  by  more  than  short  rates  at  first. 
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Four  months  later,  many  questions  remain.  Why  did  the  Federal 
Reserve  act?  What  went  wrong?   How  does  the  Federal  Reserve 
justify  its  actions  from  February  to  May  and  do  these  arguments 
withstand  scrutiny?   In  answering  these  questions,  we  will  find 
that  they  do  not.   Rather,  this  episode  reveals  not  only  policy 
incoherence,  but  a  clear  need  for  both  monetary  policy  change  and 
institutional  reform  at  the  Federal  Reserve. 

The  simplest  illustration  of  current  monetary  policy  incoherence 
comes  from  press  reports  over  the  past  ten  days. 

On  Saturday  May  28,  the  New  York  Times  ran  a  story  by  Keith 
Bradsher  on  Chairman  Greenspan's  testimony  to  the  Senate  Banking 
Committee  the  previous  day.  Under  the  headline  "Greenspan  Sees 
Steady  Economy"  we  have  a  subheadline  "Rate  Rises  Not  Felt  Yet, 
He  Tells  Panel."   Mr.  Bradsher  reports: 

Responding  to  complaints  by  Democrats  on  the 
Senate  Banking  Committee  that  the  rate  increases  so  far 
would  put  a  drag  on  economic  growth,  Mr.  Greenspan  said 
today  that  it  would  take  a  year  or  so  for  the  higher 
rates  to  have  their  full  effect.  While  retail  sales  may 
have  fallen  lately,  he  added,  preliminary  economic 
indicators  show  that  growth  has  not  slackened  in  the 
second  quarter."  (p. 17) 

We  may  perhaps  pass  over  the  Times  headlines  of  Wednesday,  June 
1:  "New  Signs  of  Slowing  Growth"   (p.  CI),  and  Friday,  June  3: 
"Data  Show  Eased  Pace  of  Growth"  (p.  CI).  These  tell  us  only  that 
Mr.  Greenspan's  five-day  crystal  ball  was  a  bit  cloudy  on  May 
27th  —  even  though  he  spoke,  as  earlier,  with  some  confidence 
about  the  lessons  of  history  for  inflation  control  a  year  or  more 
in  the  future.  Let  us  turn  to  Mr.  Bradsher 's  story  of  Monday, 
June  6,  1994: 

"Top  officials  at  the  nation's  central  bank  have 
concluded  that  growth  in  the  American  economy  has 
slackened  slightly  and  that  inflation  is  under  control, 
making  further  interest  rate  increases  much  less  likely 
in  the  coming  weeks."  (p.  CI) 

Mr.  Chairman,  the  Federal  Reserve  testified  on  May  27th  that  the 
effects  of  recent  rises  in  interest  rates  have  not  been  felt.  It 
therefore  cannot  (and  does  not)  take  credit  for  the  discovery  on 
June  5  that  "inflation  is  under  control."   We  are  left  with  the 
conclusion  that  inflation  would  have  been   under  control    today 
even   if  no   increases   in  interest   rates   bad  been   taken   in   the 
period  from  February   to  May.      And  therefore,  that  the  rise  in 
interest  rates  was  substantially  irrelevant  to  and  unnecessary 
for  any  immediate  purpose  of  inflation  control. 


As  for  inflation  control  over  the  longer  term,  we  see  from  Mr. 
Bradsher's  report  that,  in  fact,  the  central  bank  is  now  in  fact 
responding  to  growth  and  inflation  data  in  the  very  short-term. 
But  if  perceived  inflation  dangers  in  the  longer  term  were  the 
motive  for  policy  change  in  February,  how  come  short-term 
considerations  are  dominating  policy  now? 

The  Federal  Reserve's  Own  Analysis 

The  case  that  the  interest  increases  were  a  mistake,  and  that 
policy  is  confused,  does  not  rest  on  news  reports  alone.  The 
Federal  Reserve's  own  documents  reveal  how  badly  it  misjudged 
what  the  real  circumstances  were. 

Neither  economic  theory  nor  history  dictate  that  long-term 
interest  rates  necessarily  rise  when  short  rates  rise.  In  this 
case,  however,  and  contrary  to  expectations,  long-term  interest 
rates  rose  sharply  when  short-rates  were  increased.  Why? 

On  February  23,  one  of  the  Board's  technical  experts,  Vincent 
Reinhart  of  the  Division  of  Monetary  Affairs,  delivered  a 
memorandum  to  Donald  Kohn,  Director  of  the  Division,  that  helps 
explain  the  misjudgement.  Reinhart 's  retrospective  memo 
distinguishes  three  hypothetical  cases: 

First  case:  "A  tightening  [of  short-term  rates]  that  whittles 
down  inflationary  expectations,  say  by  convincing  market 
participants  that  the  central  bank  is  willing  to  act  on  its 
distaste  for  inflation,  will  permit  nominal  rates  to  be  lower  in 
the  future...  The  policy  move  might  result  in  very  little,  if 
any,  rise  in  long-term  rates." 

Second  case:  "A  tightening  that  is  deemed  to  be  insufficient  to 
trim  future  inflation,  say  because  it  was  viewed  as  only  keeping 
up  with  an  inflation  impetus,  brings  with  it  no  expectation  of 
lower  future  nominal  rates.  ...  As  a  result,  more  of  the  increase 
in  the  short  rate  would  pass  through  to  the  value  of  long  rates." 

Third  (and  relevant)  case:  "A  tightening  that  raises  inflation 
fears,  say,  because  it  was  viewed  as  suggesting  future, 
previously  unexpected  pressures  on  inflation  that  would  only  be 
incompletely  offset  by  the  policy  action,  brings  with  it  the 
expectation  of  higher  future  nominal  interest  rates.  In  such 
circumstances,  the  current  short  rate  would  be  accompanied  by  an 
upwardly  revised  outlook  for  short  rates  over  the  long  haul... 
As  a  result,  the  increase  in  the  short  rate  would  have  a 
magnified  impact  on  long  rates." 

In  other  words, the  analysis  of  the  Federal  Reserve's  own  expert 
staff  suggests  that  the  move  on  February  4  was  a  mistake.  To  be 
precise,  the  move  was  neither  necessary,  because  the  inflation 
expectations  with  which  it  dealt  did  not  exist  beforehand,  nor 
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sufficient,  because  the  move  itself  was  too  small  to  deal  with 
whatever  inflation  expectations  it  itself  created. 

The  Official  Defense:  February  22  and  May  27 

Why  did  the  Federal  Reserve  take  this  action?  There  is  an 
authoritative  source:  the  semiannual  Report  of  the  Federal 
Reserve  to  Congress,  mandated  under  the  Humphrey-Hawkins  Full 
Employment  Act  of  1978.  Chairman  Greenspan  delivered  such  a 
report  on  February  22,  1994,  nearly  three  weeks  after  the  fateful 
February  4  rate  increase.  Yet  this  document  conspicuously  fails 
to  justify  the  policy  change  on  inflation-  fighting  grounds: 

Greenspan's  Point  1:  There  is  no  inflation  problem.  Mr.  Greenspan 
begins  by  conceding  that  his  previous  fretting  over  inflation, 
expressed  in  his  immediately  preceding  Report  in  July  of  1993, 
had  proven  unfounded:  "On  the  inflation  front,  the  deterioration 
evident  in  some  indicators  in  the  first  half  of  1993  proved 
transitory."  Further,  he  reports,  consumer  price  inflation  in 
1993  was  the  lowest  since  1986;  while  falling  oil  prices 
contributed  to  this  reduction,  inflation  was  falling  even 
excluding  oil.   What  about  commodity  prices?   Here  Mr.  Greenspan 
is  explicit:  commodity  prices  had  "firmed"  in  the  months  before 
the  February  move.  Yet  "in  the  past  such  price  data  have  often 
been  an  indication  more  of  strength  in  new  orders  and  activity 
than  a  precursor  of  rising  inflation  throughout  the  economy.  In 
the  current  period,  overall  cost  and  price  pressures  still  appear 
to  remain  damped."  Chairman  Greenspan  goes  on  to  note,  correctly, 
that  wage  pressures  remain  absent  —  and  wages  are  a  far  larger 
share  of  costs  than  commodity  prices. 

Greenspan's  Point  2:  Growth  is  not  excessive.   Mr.  Greenspan 
discounts  the  concern  that  the  economy  is  growing  at  a  rate  that 
poses  inflationary  risk.   "..it  is  too  early  to  judge  the  degree 
of  underlying  economic  strength  in  the  early  months  of  1994." 
This  cautious  opinion  was  vindicated  in  late  April,  when 
preliminary  first-quarter  1994  real  GDP  growth  was  shown  to  have 
sharply  decelerated  from  the  high  growth  rate  at  the  end  of  1993. 
Chairman  Greenspan  does  note  that  "attempts  to  force-feed  the 
economy  past  its  potential  have  led  in  the  past  to  rising 
inflation,"  which  is  true  enough.  But  he  does  not  suggest  that 
the  economy  is  presently  at,  or  even  near,  its  potential. 

Greenspan's  Point  3.  Inflation  expectations  have  been  falling. 
Here  Mr.  Greenspan  turns  to  an  explicit  consideration  of 
inflation  expectations  and  their  role  in  the  inflation  process. 
But  inflation  expectations  have  not  been  rising,  by  his  account. 
To  the  contrary,  the  Chairman  finds  that  both  fiscal  and  monetary 
policy  "have  contributed  to  the  decline  in  inflation  expectations 
in  recent  years  along  with  decreases  in  long-term  interest 
rates."  In  particular,  "the  actions  taken  last  year  to  reduce  the 
federal  budget  deficit  have  been  instrumental  in  this  regard." 
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Why,  then,  raise  interest  rates?  The  key  paragraph  in  Chairman 
Greenspan's  testimony  gives  but  one  solid  clue: 

"As  the  Federal  Open  Market  Committee  surveyed  the  evidence  at 
its  February  4  meeting,  a  consensus  developed  that  the  balance  of 
risks  had,  in  fact,  shifted....  Real  short  rates  close  to  zero 
appeared  to  pose  an  unacceptable  risk  of  engendering  future 
problems. " 

By  "real  short  rates  close  to  zero,"  Mr.  Greenspan  is  referring 
to  the  difference  between  a  short-term  interest  rate  such  as  the 
overnight  federal  funds  rate,  3.0  percent  on  February  4,  and  the 
current  rate  of  inflation,  1.9  percent  for  the  three  months  ended 
in  January  1994.  Since  short-term  interest  rates  are  also  what  is 
now  paid  on  very  liquid  bank  deposits,  the  near-equivalent  of 
cash,  this  argument  amounts  to  a  call  for  a  significantly 
positive  real  rate  of  return  on  money. 

But  there  is  a  big  problem  with  this  argument:  as  a  matter  of 
history,  it  is  flatly  untrue.  Checking  accounts  and  other  cash 
equivalents  earned  no  interest  at  all  until  the  early  1970s — 
there  simply  was  no  return  on  money.  Hence,  for  all  of  postwar 
history  up  to  that  point,  the  real  short  term  interest  rate  on 
such  holdings — defined  as  the  nominal  interest  minus  inflation — 
was  actually  negative.  It  was  zero  minus  the  rate  of  inflation. 
Yet  despite  this,  inflation  remained  quite  low,  by  more  recent 
standards,  from  1947  through  1970.  If  we  look  at  slightly  less 
(but  still  very)  liquid  assets,  such  as  loans  in  the  overnight 
market  for  bank  reserves  (federal  funds  market),  we  find  that 
real  interest  rates  in  this  market  averaged  only  1.6  percent  from 
1960  to  1972.  And  with  steady  growth  and  high  employment,  the 
sixties  were  the  best  period  of  postwar  macroeconomic 
performance . 

I  will  not  attempt  to  infer  the  Federal  Reserve's  motives  from 
outside  evidence,  going  beyond  what  Chairman  Greenspan  actually 
said  to  the  Congress.  Let  me  note  in  passing,  however,  the 
following  points: 

-  The  policy  is  not  monetarist.  Chairman  Greenspan  himself 
explicitly  stated  on  February  22  that  the  Open  Market  Committee 
can  give  little  weight  to  the  behavior  of  the  monetary 
aggregates. 

-  The  policy  is  not  a  move  to  a  "zero-inflation"  policy 
regime.  Certain  members  of  the  Open  Market  Committee  have 
advocated  such  a  policy  in  the  past,  and  of  course  Chairman 
Greenspan  would  always  prefer  a  lower  rate  of  inflation,  other 
things   equal .    But  his  testimony  accepts  that  other  things  are  not 
always  equal;  the  Federal  Reserve  remains  at  least  tangentially 
sensitive  to  the  rate  of  growth  and  to  unemployment,  among  other 
concerns,  and  more  recent  press  reports  confirm  this. 
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-  The  policy  is  not  based  solely  on  a  rise  in  commodity 
prices,  nor  on  the  price  of  gold.  Chairman  Greenspan's  February 
22  testimony  explicitly  discounts  the  evidence  from  these 
sources,  and  for  good  reason:  commodity  prices  are  but  a  small 
fraction  of  total  costs,  and  there  is  no  evidence  of  any  upward 
pressure  on  wage  costs,  which  are  a  much  larger  fraction. 

-  Somewhat  apart  from  the  idea  that  history  renders  an 
adverse  verdict  on  low  short-term  real  interest  rates,  which  it 
doesn't,  there  is  the  possibility  of  a  theoretical  argument. 
Roughly,  low  interest  rates  stimulate  the  economy;  high  interest 
rates  slow  it  down;  therefore  there  must  exist  a  "neutral  range" 
in  which  interest  rates  neither  stimulate  nor  repress.  As  a  basis 
for  policy,  this  would  be  more  convincing  if  there  existed  a  body 
of  theory  and  empirical  analysis  to  back  it  up.  To  my  knowledge, 
none  exists.  The  argument  appears  to  rest  on  a  not-very- 
convincing  appeal  to  the  metaphor  of  a  car's  transmission.  Mr. 
Chairman,  when  I  put  my  car  in  neutral,  it  slows  down  — 
especially  if  I  have  a  foot  (call  it  fiscal  policy)  on  the  brake. 

There  is  the  possibility  that  the  Federal  Reserve  was  acting  to 
defend  the  dollar.  Press  reports  suggest  that  Japanese  money  has 
been  flowing  out  of  foreign  investments,  which  would  weaken  the 
dollar  against  the  yen.  Perhaps  the  FOMC  felt  higher  interest 
rates  would  stop  this  trend.  If  true,  this  motivation  has  three 
problems.  First,  it's  bad  policy,  since  raising  U.S.  interest 
rates  can  only  deepen  the  financial  crisis  in  Japan  by  drawing 
funds  back  out  of  Japan.  Second,  it  won't  work  (and  didn't:  the 
dollar  didn't  stabilize).  And  third,  it's  a  total  secret  so  far 
as  reporting  to  Congress  and  the  public  is  concerned.  The  words 
"dollar,"  "international"  and  "Japan"  do  not  appear  in  the 
February  Report,  and  the  phrase  "exchange  rate"  appears  only 
once,  unimportantly. 

One  last  possibility  came  to  light  when  Chairman  Greenspan 
returned  to  the  Senate  Banking  Committee  on  May  27  to  defend  his 
policy.   This  was  the  idea  that  the  Federal  Reserve  felt  a  need 
to  pop  a  bubble  in  the  stock  and  bond  markets.  Mr.  Greenspan  was 
astonishingly  explicit  about  this  to  the  Senate,  stating  that 
small  investors  had  become  accustomed  to  an  unsustainable 
combination  of  high  returns  and  low  volatility;  that  they  failed 
to  appreciate  the  inherent  risks  of  holding  long-term  assets.   In 
reality,  of  course,  these  high  returns  were  only  unsustainable 
after  February  4th  because  Federal  Reserve  policy  changed  and 
drove  up  the  long-term  interest  rate. 

The  practical  effect  of  a  policy  of  scaring  small  investors  out 
of  stock  and  bond  mutual  funds  would  be  to  drive  them  back  to  the 
eroding  deposit  base  of  the  commercial  banks.   One  can  understand 
the  interest  of  commercial  banks  in  such  a  policy.  I  cannot 
understand  why  anyone  else  would  favor  it,  and 'particularly  not 
an  agency  charged  with  maintaining  the  financial  health  of  the 
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whole  United  States.   I  have  always  believed  that  a  society  of 
long-term  investors,  willing  to  take  risks  to  foster  capital 
formation,  was  considered  to  be  good  thing.  Moreover,  it  is  quite 
disingenuous  to  urge  higher  rates  of  personal  saving,  as  the 
Federal  Reserve  frequently  does,  and  then  to  conduct  policy  so  as 
to  intimidate  small  savers  into  holding  their  stakes  in  the  low- 
interest-yielding  coffers  of  the  commercial  banks. 

Did  Mr.  Greenspan  really  say  this?  I  attended  that  hearing,  and  I 
fear  I  heard  him  speak  words  which  can  only  be  interpreted  as  I 
have  just  described.  One  can  only  ask:  did  the  Federal  Reserve 
really  conduct  policy  with  this  in  mind?  Absent  formal  inquiry 
into  the  FOMC  transcripts,  which  is  called  for  and  which  I  hope 
this  Subcommittee  will  pursue,  I  have  trouble  believing,  even 
now,  that  it  was  a  key  motivation  before  the  fact. 

We  are  left,  then,  with  the  thought  that  the  Federal  Reserve 
Board  does  not  know  what  it  is  doing.  And  absent  stronger 
evidence  from  Chairman  Greenspan's  mouth  or  the  Board's  own 
files,  I  fear  that  this  is  the  conclusion  on  which  we  must,  for 
the  moment,  rest  our  case. 

What  is  to  be  done? 

The  immediate  problem  is  bad  —  or,  as  I  have  said,  incoherent  — 
monetary  policy.  This  Congress  can  change,  if  it  chooses.  The 
step  should  not  be  taken  lightly,  but  there  are  circumstances 
when  congressional  oversight  must  lead  to  action.  And  it  is  well 
to  remember  that  the  ultimate  power  to  act  does  rest  with 
Congress. 

The  Federal  Reserve  is  not,  under  the  Constitution,  a  fourth 
branch  of  government.  It  is  an  agency  created  under  the 
Constitutional  provision  that  Congress  has  the  power  to  "coin 
money  and  regulate  the  value  thereof."   Congress  wrote  the 
Federal  Reserve  Act,  and  can  change  it.  It  has  already  done  so  in 
a  general  way,  for  example,  by  writing  the  objectives  of  "maximum 
employment,  production  and  purchasing  power"  into  the  1946 
Employment  Act  and  "full  employment"  alongside  "reasonable  price 
stability"  into  the  1978  Humphrey-Hawkins  Full  Employment  and 
Balanced  Growth  Act. 

To  pass  a  law  on  current  policy,  however,  would  involve  the 
President  directly  in  monetary  policymaking,  and  would  thus  end 
the  independence  of  the  central  bank  from  the  executive  branch. 
It  seems  a  draconian  step  to  remedy  a  short-term  problem  of 
policy  incoherence. 

Alternatively,  Congress  could  put  a  monetary  directive  into  a 
concurrent  resolution.  Concurrent  resolutions,  such  as  the  annual 
budget  resolution,  do  not  require  the  President's  signature  and 
thus  lack  the  force  of  law.  But  past  Federal  Reserve  Chairmen 
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have  acknowledged  that  such  resolutions  are  binding  in  effect, 
because  the  Federal  Reserve  Board  is  a  creature  of  Congress. 

In  1975,  in  House  Concurrent  Resolution  133,  Congress  directed 
the  FRB  to  conduct  policy  "so  as  to  lower  long-term  interest 
rates."  At  the  end  of  1982,  Congress  ordered  that  monetary  policy 
"achieve  and  maintain  a  level  of  interest  rates  low  enough  to 
generate  significant  economic  growth  and  thereby  reduce  the 
current  intolerable  level  of  unemployment." 

Forty-four  members  of  Congress  wrote  Chairman  Greenspan  on  April 
28,  1994,  asking  that  interest  rates  be  raised  no  further.  This 
request  was  ignored,  and  the  time  is  ripe  for  stronger  action.  A 
directive  ordering  a  gradual  roll-back  of  interest  rates  —  a 
shocking  thought  to  many  —  is  distinctly  thinkable  today. 

Institutional  Reforms:  Open  Up  the  Open  Market  Committee 

Over  the  long  haul,  it  is  neither  practical  nor  wise  for  Congress 
to  micro-manage  monetary  policy.  Yet  experience  also  tells  us 
that  the  nineteen-year  effort  to  impose  rationality  and  coherence 
on  the  Federal  Reserve  solely  through  semi-annual  reporting 
requirements  has  failed.  It's  time  for  something  more  effective. 

Proposals  to  restructure  the  Federal  Reserve  include  the 
Hamilton-Sarbanes  proposal  to  abolish  the  Federal  Open  Market 
Committee,  reconstituting  the  twelve  regional  Federal  Reserve 
Bank  Presidents  as  a  non-voting  Open  Market  Advisory  Committee, 
and  the  Gonzalez  proposal  to  make  the  Presidents  of  the  regional 
banks  into  Presidential  appointees.  The  Gonzalez  proposal  would 
also  permit  the  President  to  bring  gender  and  race  diversity  to 
the  regional  Federal  Reserve  bank  presidencies  for  the  first 
time.  Either  measure  would  constitute  an  improvement  over  the 
present  system. 

But  what  would  help  most  would  be  an  immediate  end  to  the  reign 
of  secrecy  in  Federal  Reserve  decisionmaking.  If  we  knew  in 
detail  and  in  real  time  how  and  why  each  Open  Market  Committee 
member  voted  on  each  decision,  we  would  not  assure  a  coherent  or 
rational  result.  But  at  least  we  would  know  the  basis  for 
monetary  policymaking  —  if  there  is  one.  And  we  could  take  the 
next  step,  which  is  to  evaluate  the  coherence  of  Open  Market 
Committee  decisionmaking,  now  shielded  from  public  view. 

In  the  one  positive  development  this  year,  the  Federal  Reserve 
has  itself  stripped  away  all  justifications  for  the  deep  secrecy 
surrounding  its  monetary  policy  decisions.  Up  until  February  4th, 
the  Federal  Open  Market  Committee  indulged  in  a  charade:  The  FOMC 
issued  a  policy  directive,  but  released  it  to  public  only  six 
weeks  later,  after  the  subsequent  FOMC  meeting.  Money  markets,  of 
course,  could  deduce  the  new  policy  within  hours,  from  changes  in 
the  pattern  of  Federal  Reserve  operations.  But  the  public  and 
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Congress  had  no  official  statement,  and  no  explanation,  on  which 
to  hang  a  discussion  of  the  policy  merits. 

On  February  4th,  and  again  in  the  following  weeks,  the  FOMC 
dropped  the  charade.  The  Federal  Reserve  simply  announced  that 
the  federal  funds  rate  would  rise  by  a  quarter-point — an 
immediate  disclosure  of  the  FOMC  directive. 

What  happened  was  exactly  what  advocates  of  immediate  policy 
disclosure  had  long  predicted.  The  federal  funds  rate  adjusted, 
immediately,  to  the  announced  target.  This  happened  even  before 
any  open  market  operations  were  conducted.  And  the  Federal 
Reserve  had  no  difficulty  maintaining  the  federal  funds  rate 
exactly  where  it  wanted  it,  thereafter.  Thus  previous  arguments 
for  secrecy  surrounding  the  FOMC's  directive  were  captious,  as 
critics  had  argued.  Why  not  then  take  the  next  step,  and  open 
the  FOMC  meeting  at  which  the  directive  is  decided? 

Those  who  defend  FOMC  secrecy  cannot  argue,  as  they  have  done  up 
to  now,  that  real-time  public  scrutiny  of  Federal  Reserve 
decisionmaking  would  affect  implementation  of  monetary  policy.  We 
have  put  that  proposition  to  test,  and  found  that  monetary  policy 
is  easier  to  implement,  and  more  effective,  when  the  decision  is 
publicly  known.  We  are  left  only  with  arguments  that  spontaneity, 
or  something,  would  be  lost  if  FOMC  proceedings  were  public. 

But  if  the  Federal  Reserve  cannot  give  us  a  coherent  account  of 
its  policies,  why  should  we  take  it  on  faith  that  wonderful 
things  happen  behind  closed  doors  at  its  meetings?  Members  of 
Congress  have  direct  experience  with  moves  toward  greater 
openness,  both  in  the  reforms  of  1975  which  opened  up  the 
Committee  processes,  and  in  the  creation  of  C-SPAN  in  the  1980s. 
Congress  discovered  that  there  was  nothing,  intelligence 
appropriations  and  a  few  other  things  excepted,  in  the  making  of 
public  laws  that  could  not  be  shown  to  the  public. 

In  the  case  of  Federal  Reserve  monetary  policy  (bank  regulatory 
matters  are  something  else),  there  is  actually  even  less  to  hide. 
No  one  is  writing  transition  rules  here,  Mr.  Chairman,  or 
building  convention  centers  in  their  home  districts.  We  are 
talking  about  macroeconomic  policy  —  or  we  ought  to  be.  Why  are 
economic  data,  and  the  runs  of  models,  and  the  arguments  of 
monetarists  and  Keynesians,  to  be  considered  a  state  secret? 

Congressman  Henry  B.  Gonzalez,  Chairman  of  the  House  Banking 
Committee,  has  suggested  that  a  camera  be  placed  in  every  Federal 
Open  Market  Committee  meeting.  This  idea,  it  is  fair  to  say,  has 
long  been  dismissed  by  many  observers  as  a  radical  plan.  But,  Mr. 
Chairman,  I  would  urge  the  members  of  this  Subcommittee  to  view 
it,  instead,  as  a  visionary  idea  whose  time  has  come. 

Thank  you  for  the  opportunity  to  testify  today. 
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Addendum:  Answers  to  Chairman  Kennedy's  Questions 

1.  What   variables   in   the   economy  have   the   most   significant 
impact   on   the   availability  and  affordability  of  consumer  loans? 

A.  Consumer  loan  rates  are  tied  to  the  overall  level  of 
interest  rates,  and  the  most  important  influence  at  present  is 
Federal  Reserve  policy.  Congress  was  led  to  believe  last  year 
that  sharp  deficit  reductions  would  lead  to  lower  interest  rates, 
but  this  did  not  prove  to  be  the  case.  There  is  no  evidence  that 
either  inflation  or  inflation  expectations  (other  than  those 
generated  by  Federal  Reserve  policy  itself)  have  been  important 
forces  raising  interest  rates  this  year. 

2.  A  recent  Federal   Reserve   study  of  senior  bank   loan 
officers   found   that   credit    terms   and  standards   eased   in   the   first 
quarter  of   1994   for  both  businesses   and  households.    Given   the 
recent  upward  trends  in  rates  on  mortgages  and  other  loans,   do  yo 
agree? 

A.  I  have  reviewed  the  Federal  Reserve  study  and  find  this 
characterization  of  its  findings  unconvincing.  Overwhelming 
majorities  of  respondents  reported  "no  change"  in  credit  terms  in 
most  categories.  While  it  is  true  that  there  was  a  minority  of 
reports  of  "easing"  and  virtually  none  of  "tightening"  of  terms, 
these  effects  are  characterized  as  "slight"  in  most  parts  of  the 
survey  and  not  changed  from  the  February  survey.  In  the  critical 
area  of  home  mortgages,  the  survey  reports  that  "likely 
reflecting  the  backup  in  mortgage  rates,  the  number  of 
respondents  reporting  declines  in  residential  mortgage  demand 
exceeded  those  indicating  increases,  with  several  banks 
experiencing  substantial  declines." 

3.  What   are  your  predictions   of  consumer  credit 
affordability  and   availability  over   the   next   24   months? 

A.  This  question  should  be  addressed  to  the  Federal  Reserve, 
since  the  answer  depends  on  the  conduct  of  monetary  policy. 

4.  A  recent   study  by   the  Consumer  Federation   of  America 
concludes   that  consumer  interest   rates   on  savings   accounts ,    money 
market   accounts ,    and  certificates   of  deposit   are   lower   than   they 
should   be   by  comparison   to  Treasury  bill   rates.    Do  you   agree? 

A.  Consumer  rates  have  risen  slightly  since  the  CFA  study, 
but  remain  well  below  the  rise  in  Treasury  rates  and  loan  rates. 
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Greenspan  Sees  Steady  Economy 
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Rate  Rises  Not  Felt 
Yet,  He  Tells  Panel 

By  KEITH  BRADSHER 

spciialiii  rhcNr-v.  Y«tk  limfv 

WASHINGTON.  May  27  —  Having 
raised  shori-ierm  interest  rates  four 
times  in  the  last  four  months,  the 
chairman  of  the  nation's  central  bank 
said  today  that  the  increases  had  not 
slowed  the  econoiny  and  thai  econom- 
ic growth  would  continue  at  iis  cur- 
rent pace  m  the  second  quarter  of  this 
vear 

Rather  than  make  explicit  predic- 
tions about  future  levels  of  interesi 
rates.  Alan  Greenspan,  the  Federal 
Rpserve'5  chairman,  devoted  most  of 
hi^  appearance  today  before  the  Sen- 
ate Banking  Committee  to  explainntj; 
the  reasoning  behind  the  ratr-  in- 
creases that  have  already  taken 
place  li  was  Mr.  Greenspan's  first 
appearance  'leforc  a  Congressional 
committee  since  Feb.  22.  and  three  of 
the  fot"-  increases  have  come  since 
ihen. 

Respu.iding  to  complainis  by  Dem- 
ocrats on  the  Senate  Banking  Com- 
mittee that  the  rate  increases  so  far 
would  put  a  drag  on  economic  growth, 
Mr-  Gri'enspnn  said  today  that  ii 
would  take  a  year  or  so  for  the  higher 
rates  to  have  their  full  effect.  While 
retail  sales  may  have  fallen  lately,  he 
added,  preliminary  economic  indica- 
tors show  that  growth  has  not  slack- 
ened HI  the  second  quarter 

Concern  Over  Bank  Lending 

The  Commerce  Department  sur- 
prised many  economists  today  by  re- 
vising upward  Its  estimate  of  firsl- 
quariei  economic  growth,  to  3  per- 
cent from  2  C  percent,  suggesting  that 
the  economy  remained  more  robust 
this  winter  than  expected,  despite  se- 
vere weather  and  the  California 
earthquake 

Early  m  hi.-,  testimony.  Mr.  Green- 
span signaled  particular  concern 
about  rising  bank  lending,  which 
stimulates  the  economy  and  which 
the  Fedeial  Reserve  can  control  di- 
rectly bv  raising  the  short-term  rates 
:  That  banks  pav  to  borrow  money  Oth- 
er Fedeial  Reserve  officials  have  ex- 
piessed  similar  toncerns  in  recent 
weeks,  and  the   Fed  announced  on 


Tlie  recent  increases  in  short-term  interest  rates  engineered  by  the 
Federal  Reserve  Board  will  take  a  year  or  so  to  affect  the  economy,  the 
Fed's  chairman.  Alan  Greenspan,  told  a  Senate  panel  yesterday. 


Monday    that     us    latest     surveys 
showed  strong  increases  in  lending, 

One  reason  that  higher  interest 
rates  have  not  slowed  the  economy 
may  be  thai  banks  are  lending  on 
easier  leims  even  as  they  charge 
higher  rales.  Mr,  Greenspan  said  Al- 
ihough  he  did  not  specify  these  terms. 
ihey  presumably  include  requiring 
less  collateral  or  smaller  down  pay- 
ment'-. 


Some  Wall  Street  analysts  mter- 
pr<ird  Ml  Greenspan's  comments  — 
including  a  remark  that  mutual  fund 
and  pension  fund  managers  were 
right  to  worry  about  future  inflation 
—  as  a  possible  hint  that  the  Fed 
would  tighten  monetary  policy  again 
this  summer.  "He  certainly  left  plen- 
ty of  room  for  additional  tightening 
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3  Central  bank  Governors  See  Inflation  as  Stable 


Continued  h'rom  First  Business  Page 


economic  indicators  are  unchangwl. 
"Tliey  don'i  look  like  runaways  lo 
me."  he  said 

Such  seniimenis  make  tt  much  less 
likety  thai  the  Federal  Reserve  will 
raise  interest  rates,  though  this  can 
never  be  absolutely  certain,  particu- 
larly if  economic  indicators  in  com- 
ing weeks  show  unexpected  strengih- 
An  Eye  on  Wages 

Mr.  LaWare  was  more  cautious 
than  Mr  Lindsey  and  Mr  Kelley, 
warning  thai  he  would  be  watching 
these  indicators  closely  and  would  be 
particularly  attentive  lo  any  sign  that 
wages  were  beginning  to  rise  quickly 
enough  to  feed  inflation. 

"I  don't  have  any  real  feei  lor  what 
this  second  quarter  is  going  to  look 
like."  Mr.  LaWare  said. 

The  Federal  Reserve  might  also 
raise  rates  if  Alan  Greenspan,  its 
chairman  and  most  influeniial  voice 
on  monetary  policy,  decides  that  the 
fail  in  unemployment  is  worrisome- 
But  a  hallmark  of  Mr.  Greenspan's 
tenure  at  the  central  bank  has  been 
his  reluciance  to  respond  to  any  sin- 
gle economic  indicator,  especially  if  it 
IS  inconsistent  with  other  indicators. 

Joseph  R  Coyne,  the  Federal  Re- 
sei'\e's  piess  secretary,  said  on  Fri- 
day that  Mr.  Greenspan  would  not 
comment  on  the  unemployment  fig- 
uics  or  the  economy  But  he  is  under- 
stood :o  share  the  view  that  prospects 
for  inflaiinn  are  less  ominous  than 
they  apix'arcd  earlier  this  spnng. 

Clinton  Adnii  iisrraiion  officials 
have  a  [wlicy  cf  not  commenting  on 
the  Federal  Reserve  or  short-term 
interest  rales,  bui  are  likely  to  wel- 
come the  cautious  words  of  the  cen- 
tra! bank's  top  officials  Treasury 
Secretary  Lloyd  Benisen  has  said 
Ihai  he  urged  Mr  Greenspan  on  May 
15  to  signal  that  interest  rates  would 
Slop  rising  after  the  next  increase. 

The  Federal  Reserve  raised  short- 
tern,  interest  rates  by  half  a  percent- 
age point  two  days  later  while  issuing 
a  siatemeni  indicating  that  ii  had 
•substaniially'"  finished  us  current 
toundof  rate  increases  But  ihe  state- 
ment also  included  a  sentence  hinting 
thai  the  Fed  might  move  again  if  it 
thought  subsequent  economic  indica- 
tors required  a  response  from  the 
central  bank 

The  rough  consensus  has  been  that 
the  Federal  Reserve  would  not  raise 
interest  rates  again  soon.  But  some 
economisis,  like  David  C  Munro  ai 
High  Frequency  Economics,  a  New 
York  consuliing  company,  have  pre- 
dicted that  ihe  Fed  would  increase 


rates  as  soon  as  last  Friday  or  in  the 
next  few  days. 

Two  Democrats  on  the  Senate 
Banking  Committee,  Senator  Paul  S 
Sarbanes  of  Maryland  and  Senator 
Jim  Sasser  of  Virginia,  have  strongly 
criticized  ihe  Federal  Reser\'e  for 
being  too  quick  to  think  that  the  econ- 
omy IS  in  danger  of  overheating  They 
have  warned  that  the  higher  interest 
rates  might  needlessly  choke  off  eco- 
nomic growth, 

None  of  the  governors  inter\-iewed 
expressed  concern  that  a  current  lev- 
eling off  or  slight  slowing  in  economic 
growth  might  turn  into  another  reces- 
sion. They  also  contended  that  the 
last  four  interest  rate  increases  were 
appropriate,  particularly  given  the 
fall  in  the  unemployment  rate. 

"I  think  thai  the  6  percent  is  proof 
that  we  probably  did  the  right  thing  (o 
raise  rates  earlier  this  year."  Mr.  | 
Lindsey  said.  "I'm  sure  glad  we  did  ' 
It  '• 
Looking  at  Long-Term  Rales 

Five  presidents  of  Federal  Reserve 
regional  banks  join  the  five  governor.'; 
in  voting  on  inierest-rate  policy  at 
meetings  roughly  once  every  eight 
weeks,  and  their  views  are  less  clear 
on  whether  economic  growth  is  level- 
ing off.  In  general,  the  regional  bank 
presidents  have  tended  this  spring  lo 
pay  more  aiteniion  to  long-term  in- 
terest rates  as  a  sign  of  whether  Ihe 
Federal  Reserve  is  doing  a  good  job 
fighting  inflaiion 

Expectations  of  future  inflation 
tend  lo  push  up  long-term  interest 
rates.  Investors  become  less  willing 
to  lend  money  for  long  periods  of  time 
when  they  fear  ihat  inflation  will 
erode  the  value  of  the  money  they  are 
eventually  repaid 

Though  long-term  interest  rales  re- 
main well  above  last  winter's  levels, 
they  have  fallen  by  a  third  of  a  per- 
centage point  from  their  F>eak  three 
weeks  ago.  suggesting  that  the  re- 
gional Fed  presidents  may  be  a  little 
less  woi  ned  than  before 

Mr  Kelley  and  Mr,  Lindsey  both 
have  reputations  wiihin  the  Federal 
Reserve  as  ranking  members  most 
willing  to  raise  interest  rates  early  to 
forestall  inflation  Mr.  LaWare,  the 
Federal  Resen-e's  top  expert  on 
banking  issues,  has  a  reputation  as  a 
centrist 
Gauging  'Naiural'  Unemployment 

Federal  Reserve  officials  have  tra- 
ditionally worried  when  unemploy- 
ment falls  very  low  because  this 
could  signal  thai  employers  would  be 
forced  to  start  offering  higher  wages 
to  atiraci  workers.  This,  in  turn,  could 
feed  inflation. 

Economisis  at  the  Federal  Reserve 
and  elsewh'_'re  have  long  assumed 
thai  a  certain  percentage  of  the  na- 
tion's working-age  adults  will  always 
be  unemployed  because  they  are  in 
the  process  of  changing  jobs  or  have 
no  skills  that  arc  sought.  No  one 
agrees  on  this  per(  entage,  which  is 
known  as  the  natural  rate  of  unem- 
ployment, but  Ihe  assumpiion  has 
been  that  inflation  would  begin  lo  rise 
if  the  unemployment  rale  dropped 
through  this  level 

Stuart  E.  Weiner.  an  economist  at 
the  Federal  Reserve  Bank  of  Kansas 
Cily.  Mo  ,  attracted  attention  when  he 
estimated  the  natural  rate  to  be  6,75 
percent  in  a  Viewpoints  article  in  the 
Business  section  of  The  New  York 
Times  on  May  29  Laura  D'Andrea 
^  -H  nf  the  President's 


Council  of  Economic  Advisers,  esti- 
mated two  weeks  ago  (hat  the  natural 
raie  was  between  5  9  and  6.3  percent. 

Mr  Kelley,  Mi  UWare  and  Mr 
Lmdsey  all  said  !Ji;it  they  thought  Mr. 
Weiner  had  pickr-d  too  high  a  figure. 
Mr.  Lindsey  s.::d  he  estimated  an 
unemployment  mt*"  of  SA  perceni 
was  neuiral  wun  respect  to  inflation 
but  that  even  6  ixrrcent  might  not  be  a 
problem 

"It's  not  like  it's  a  toggle  switch." 
setting  off  inflaiion  as  soon  as  unem- 
ploymeni  falb  below  the  natural  rate, 
he  said. 

Mr  Kelley  agreed.  The  Amencan 
labor  force  s  increasingly  segmeni- 
ed,  wiih  s(  le  skills  in  short  supply 
while  on.*  b  are  not-  As  a  result,  he 
said,  the  iivcratl  unemployment  rate 


IS  not  very  informative 

"The  best  approach  may  be  to 
think  of  labor  capacity  unlization  as  a 
range  of  values  with  inflationary 
pressures  that  begin  modestly  at 
some  point  and  then  intensify  pro- 
gressively as  unemployment 
shrinks."  Mr  Kelley  said. 

Mr.  LaWare  expressed  concern 
that  pasi  estimates  of  inflation-caus- 
ing levels  of  unemployment  may  no 
longer  be  valid  because  the  Labor 
Department  has  revised  the  ques- 
tions that  it  asks  in  surveys  to  deter- 
mine how  many  people  do  not  have 
jobs  and  wish  they  did, 

■They've  been  playing  around  with 
this  unemploymeni  number  any- 
way." Mr.  LaWare  said,  "so  it's  hard 
lo  pin  It  down." 
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Mr.  Chairman  and  Members  of  the  Subcommittee,  I  am  David  Lereah,  Chief  Economist 
of  the  Mortgage  Bankers  Association  of  America  (MBA).'  Accompanying  me  today  are 
Michael  Ferreil,  MBA's  Legislative  Counsel,  and  Burton  C.  Wood,  MBA's  Senior  Staff  Vice 
President. 

MBA  appreciates  the  opportunity  to  appear  before  you  to  testify  on  the  timely  issue  of 
Trends  in  Consumer  Credit  Affordability.  I  am  here  as  a  spokesman  for  an  industry  that  is 
committed  to  extending  the  opportunities  for  consumer  mortgage  credit  as  widely  as 
possible.  Of  particular  interest  to  the  MBA  is  the  impact  of  recent  interest  rate  increases 
on  the  mortgage  credit  markets.  In  this  vein,  I  would  like  to  express  my  views  on  the 
effects  of  rising  mortgage  rates  on  the  availability  and  affordability  of  mortgage  credit. 
Included  in  this  discussion  will  be  an  assessment  of  today's  mortgage  credit  conditions  as 
well  as  my  outlook  for  the  mortgage  credit  markets  during  the  next  two  years. 


Mortgage  Credit  Conditions 

Although  the  availability  and  affordability  of  mortgage  credit  are  highly  dependent  upon 
movements  in  mortgage  rates,  other  factors  also  influence  mortgage  credit  conditions.  For 
example,  during  the  1980s'  expansion  (1982-1989)  a  variety  of  factors  had  an  impact  on 
mortgage  credit  conditions.  On  the  demand  side,  there  was  pent  up  demand  for  single- 
family  homes  primarily  due  to  a  large  home  buying  appetite  from  the  baby  boomer 
generation.  Job  creation,  personal  income  gains,  and  falling  mortgage  rates  also  provided 
a  favorable  backdrop  for  strong  home  buying  demand.  On  the  supply  side,  bank  lending 
was  favorably  influenced  by  rising  collateral  values,  relatively  favorable  risk-based  capital 
standards  on  real  estate-related  investments,  improving  credit  quality  and  a  more  liquid 
secondary  market  for  mortgage-backed  securities.  In  short,  supply  of  financing  for  home 
purchases  during  the  1980s  was  abundant. 

Of  course,  during  the  1989  to  1992  period,  the  economy  experienced  what  we  now  call  a 
credit  crunch.  Although  banks  and  other  lenders  were  cutting  back  on  business,  commercial 
real  estate  and  consumer  loan  volume,  consumer  mortgage  credit  remained  plentiful.  There 
was  only  slight 


'MBA  is  the  national  association  representing  exclusively  the  real  estate  finance  industry. 
Headquartered  in  Washington,  D.C.,  the  association  works  to  ensure  the  continued  strength 
of  the  Nation's  residential  and  commercial  real  estate  markets;  to  expand  homeownership 
prospects  through  increased  affordability;  and  to  extend  access  to  affordable  housing  to  all 
Americans.  MBA  promotes  fair  and  ethical  lending  practices  and  fosters  excellence  and 
technical  know-how  among  real  estate  finance  professionals  through  a  wide  range  of 
educational  programs  and  technical  publications.  Its  membership  of  over  2,900  companies 
includes  all  elements  of  real  estate  finance;  mortgage  companies,  mortgage  brokers, 
commercial  banks,  thrifts,  life  insurance  companies  and  others  in  the  mortgage  lending  field. 
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mortgage  credit  tightening  as  lenders  required  higher  down  payments  as  a  percentage  of  the 
price  of  the  home.  Loan-to-value  ratios  flattened  and  slightly  declined  during  this  period. 
However,  mortgage  rates  fell  at  the  same  time,  both  absolutely  and  in  relation  to  U.S. 
Treasury  securities,  indicating  that  the  supply  of  mortgage  credit  was  relatively  abundant. 
In  fact,  mortgage  lending  volume  rose  appreciably  during  this  period,  rising  from  $458 
billion  in  residential  origination  volume  in  1990  to  a  then  record  S894  billion  in  originations 
during  1992. 

Today,  credit  for  residential  mortgages  is  being  pulled  in  two  directions-rising  mortgage 
rates  are  making  homes  less  affordable,  while  lenders  are  easing  credit  standards  and 
offering  non-price  incentives  to  lure  borrowers.  Basically,  lenders  are  actively  seeking  ways 
to  offset  the  decline  in  refinancing  business  due  to  rising  rates.  As  evidence,  loan-to-value 
ratios  on  conventional  fixed-rate  mortgages  have  risen  steadily  since  1992  (see  chart). 
Lenders  are  offering  lower  downpayment  products.  According  to  recent  survey  data  from 
the  Department  of  Housing  and  Urban  Development  (HUD),  the  share  of  new  mortgages 
made  with  loan-to-value  ratios  above  80  percent  reached  a  10-year  high  of  33  percent 
during  the  first  quarter. 

Mortgage  lending  companies  are  also  making  new  product  offerings  and/or  adding  more 
bells  and  whistles  on  existing  consumer  credit  products.  For  example,  some  companies  are 
accelerating  the  credit  approval  process  by  guaranteeing  approval  within  30  days;  others  are 
pre-approving  loans,  allowing  borrowers  to  lock  in  rates  for  30  days  while  looking  for  a 
home;  and  still  other  companies  are  providing  free  insurance  to  cover  mortgage  payments 
to  borrowers  who  lose  jobs. 

Further,  mortgage  lenders  are  turning  increasingly  to  B  and  C  quality  loans  in  an  effort  to 
offset  the  dramatic  slide  in  refinancing  business.  B  and  C  lending  targets  borrowers  with 
partially  blemished  credit  histories,  compared  with  standard  A  lending.  Home  equity  loans 
and  second  mortgages  are  some  of  the  B  and  C  lending  products,  and  credit  criteria  is 
based  almost  solely  on  the  value  of  the  collateral  rather  than  on  the  ability  of  the  borrower 
to  satisfy  payment  schedules.  Finally,  as  mortgage  rates  continue  to  rise,  there  is  increasing 
evidence  that  lenders  (primarily  thrift  institutions)  are  offering  below  market  teaser  rates 
on  adjustable  rate  mortgages  to  attract  business. 

The  bottom  line-with  refinancing  volume  rapidly  fading,  competition  has  become  fierce 
among  mortgage  lenders  for  a  piece  of  a  smaller  origination  pie.  Anecdotal  evidence 
suggests  that  mortgage  lenders  have  eased  terms  and  standards  on  consumer  mortgages 
consistent  with  the  results  presented  in  the  Federal  Reserve  Senior  Loan  Officer  Opinion 
Survey  on  Bank  Lending  Practices  (May  1994).  Of  course,  since  most  mortgage  lenders  sell 
mortgage  credit  into  the  secondary  market,  an  easing  of  credit  terms  and  standards  needs 
to  be  accepted  by  the  major  secondary  market  players-Fannie  Mae,  Freddie  Mac,  the 
private  conduits  and  ultimately  the  investors  in  mortgage-backed  securities.  For  example, 
a  number  of  private  conduits  are  currently  making  a  market  for  B  and  C  paper.  This  allows 
mortgage  companies  to  satisfy  credit  demand  from  borrowers  with  imperfect  credit 
backgrounds. 

Finally,  the  availability  of  consumer  mortgage  credit  is  also  highly  dependent  upon  today's 
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fair  lending  initiatives.  Both  Congress  and  the  Clinton  Administration  are  now  leaning 
heavily  on  commercial  banks,  thrift  institutions,  and  mortgage  banking  companies  to  step 
up  efforts  to  make  funds  available  to  low/moderate  income  and  minority  families.  Both 
Fannie  Mae  and  Freddie  Mac  have  promised  to  dedicate  substantial  funds  and  resources 
toward  helping  minority  groups  achieve  the  American  dream  of  owning  a  home,  while  the 
Mortgage  Bankers  Association,  acting  on  behalf  of  the  housing  finance  industry,  has 
established  educational  and  counseling  programs  to  promote  fair  lending  practices  among 
its  member  companies.  MBA  is  also  sponsoring  consumer  seminars  to  educate  potential 
minority  homebuyers. 

Fair  lending  initiatives  should  be  applauded  for  setting  the  commendable  goal  of  helping 
poor  and  disadvantaged  borrowers  fulfill  the  American  dream  of  owning  a  home, 
particularly  in  light  of  growing  evidence  that  minority  groups  who  wish  to  purchase  homes 
are  more  frequently  rejected  for  loans  than  white  applicants.  However,  these  initiatives  also 
impact  mortgage  credit  availability.  Lenders  are  now  placing  a  greater  emphasis  on  serving 
the  underserved  low/moderate  income  and  minority  borrower  groups  in  an  effort  to  comply 
with  government  fair  lending  policies.  Correspondingly,  to  the  extent  that  credit  standards 
are  eased  to  minority  and  low  income  groups  relative  to  other  groups,  lenders  could  be 
taking  on  additional  business  risks  which  could  eventually  raise  credit  costs  for  all 
borrowers. 


Interest  Rate  Impact 

Ever  since  the  Federal  Reserve  reversed  course  on  February  4  by  raising  the  Federal  funds 
rate  by  a  quarter  of  a  percentage  point  for  the  first  time  in  five  years,  the  financial  markets 
have  behaved  erratically.  To  date,  the  Fed's  cumulative  policy  actions  have  elevated  short- 
term  rates  by  1.25  percentage  points  and  longer-term  bond  yields  by  at  least  that  much, 
while  also  exhibiting  volatile  mood  swings,  particularly  for  mortgage  securities. 

Most  observers  have  characterized  recent  Fed  behavior  as  a  long  range  pre-emptive  strike 
against  inflation.  Since  inflation  has  not  yet  arrived  in  heavy  doses,  questions  have  surfaced 
regarding  the  usefulness  and  effectiveness  of  current  Fed  policy.  Two  camps  are  on  either 
side  of  the  aisle-some  think  the  Fed's  tightening  has  been  premature  and  some  think  that 
the  Fed  has  not  done  enough.  Without  entering  into  the  debate,  I  only  acknowledge  that 
if  the  Fed  satisfies  its  policy  objective  of  orchestrating  a  soft  landing,  our  current  expansion 
could  be  extended  and  long-term  interest  rates  could  begin  to  fall,  a  favorable  development 
for  both  consumers  and  the  housing  markets.  The  pertinent  question  is  "how  high  does  the 
Fed  need  to  push  short-term  rates  to  slow  the  expansion  and  bring  it  in  for  a  soft  landing?" 
Although  a  perfect  answer  is  not  forthcoming,  it  is  clear  that  today's  relatively  high 
mortgage  rates  are  already  slowing  housing  and  lending  activity.  There  are  three  specific 
effects  of  rising  mortgage  rates  on  consumer  mortgage  credit  worth  mentioning. 

Debt  Service.  If  mortgage  rates  stay  at  their  relatively  high  levels,  consumer  mortgage  debt 
payments  will  rise  this  year,  inhibiting  general  consumption  spending  for  the  economy. 
Higher  mortgage  rates  will  increase  mortgage  payments  for  borrowers  holding  adjustable 
rate  mortgages  by  about  $6.5  billion  this  year.  However,  some  selected  fixed  rate  mortgage 
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holders  will  reap  approximately  $3  billion  of  benefits  from  refinancing  to  a  lower  mortgage 
rate  (probably  an  ARM  rate)  this  year.  On  net,  consumers  will  need  about  $3.5  billion 
more  in  cash  to  meet  their  mortgage  payments  this  year.  This  is  a  serious  reversal  from  the 
estimated  S30  billion  in  savings  from  the  lower  debt  service  (due  to  a  high  volume  of 
refinancings  and  downward  ARM  adjustments)  consumers  experienced  during  the  past  two 
years.  And,  with  refinancing  transactions  projected  to  continue  to  wane,  1995  will  only  be 
worse.  I  believe  that  consumers  will  spend  about  $10  billion  more  in  cash  to  meet  debt 
obligations  for  next  year. 

Affordability.  MBA  is  committed  to  seeking  irmovative  solutions  to  ensure  adequate 
supplies  of  affordable  mortgage  credit  to  homebuyers  and  the  communities  in  which  we  live. 
It  has  been  our  experience  that  whenever  there  is  an  additional  cost  imposed  on  the 
mortgage  lending  process,  it  is  the  consumer  who  ultimately  bears  the  burden.  Of  particular 
concern  is  the  cost  impact  on  the  first-time  homebuyer,  which  is  disproportionately  larger 
than  on  others. 

The  attached  tables  present  the  effect  of  a  1.3  percentage  point  rise  in  interest  rates  on 
1994  affordability  conditions.  The  1.3  percentage  points  represent  the  rise  in  30-year 
mortgage  rates  from  a  low  of  7.2  percent  on  February  4  (the  first  Fed  rate  move)  to  today's 
30-year  mortgage  rate  which  currently  hovers  around  8.5  percent.  Using  the  National 
Association  of  Realtors  First-Time  Buyer  Affordability  Index,  we  can  clearly  see  the  impact 
of  a  1.3  percentage  point  increase  on  affordability  conditions  this  year. 

To  summarize,  monthly  mortgage  payments  increase  by  $74  and  yearly  mortgage  costs 
increase  by  $888.  Further,  first-time  homebuyers  would  need  an  additional  $3,552  in 
income  to  qualify  for  a  mortgage  loan.  In  addition,  the  First-Time  Homebuyer  Affordability 
Index  declines  over  10  percentage  points.  In  short,  about  two  million  renters  could  be 
affected  by  the  greater  qualifying  income  burden  and  we  estimate  that  about  200,000  of 
these  renters  who  would  have  purchased  a  first-time  home  during  the  year  will  now  be 
priced  out  of  the  market. 


Default  Risk.  Over  the  past  two  and  one  half  years,  there  has  been  a  significant  shift  in  the 
composition  of  servicing  portfolios.  BeDA'een  the  second  half  of  1991  and  the  end  of  1993, 
well  over  half  of  the  debt  outstanding  has  been  originated  at  relatively  low  mortgage  rates. 
These  new  mortgages  are  likely  to  experience  fewer  delinquency  problems  than  the  more 
seasoned  higher  rate  mortgages  originated  in  the  1980s.  According  to  the  MBA's  National 
Delinquency  Survey,  delinquency  rates  are  at  20  year  lows.  However,  with  mortgage  rates 
rising,  the  delinquency  situation  could  worsen  as  some  consumers  find  it  more  difficult  to 
meet  the  relatively  higher  monthly  payments. 


Mortgage  Credit  Outlook 

To  even  the  casual  observer,  prospects  for  the  housing  and  mortgage  lending  markets  have 
dampened  somewhat  in  recent  months.  Just  last  December,  the  housing  sector  appeared 
on  the  verge  of  robust  growth,  reflecting  the  benefits  of  a  dramatic  three  year  tumble  in 
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mortgage  rates.  Home  sales  and  starts  numbers  were  approaching  levels  not  seen  since  the 
mid-1980s,  while  mortgage  lenders  coming  off  a  record  year  in  originations  were  looking 
forward  to  more  of  the  same  in  1994. 

Then  the  roof  caved  in.  It  began  with  several  harsh  winter  storms  inflicting  harm  across 
most  of  the  nation,  bringing  housing  activity  to  a  virtual  standstill  during  the  first  two 
months  of  the  new  year.  Mortgage  rates  then  did  an  about  face  in  early  February  when  the 
Federal  Reserve  announced  a  less  accommodative  monetary  policy.  Thirty-year  mortgage 
rates  as  of  today  are  hovering  around  8.5  percent,  compared  to  7.2  percent  rates  offered 
in  February  and  6.83  percent  registered  last  October.  Consequently,  refinancing  transactions 
have  dried  up  considerably  and  are  now  running  at  about  a  15  percent  share  of  total 
mortgage  applications,  compared  to  a  43  percent  share  posted  in  early  February.  Further, 
both  housing  starts  and  sales  growth  have  slowed  and  it  is  not  likely  that  these  measures 
could  approach  the  robust  pace  registered  during  the  fourth  quarter  of   last  year. 

Operating  in  a  higher  rate  environment,  the  housing  expansion  will  slow  considerably  in 
1994  (see  Forecast  Table).  I  have  cut  my  forecast  for  housing  starts  by  25,000  units  to  1.4 
million  units  this  year--for  an  8.5  percent  growth  pace  over  last  year.  Similarly,  I  am  now 
expecting  about  4.64  million  total  home  sales  this  year,  140,000  units  less  than  my  previous 
forecast.  This  represents  a  4  percent  growth  rate  over  last  year,  but  is  almost  half  the  pace 
of  my  projection  in  early  February.  With  refinancing  activity  expected  to  hover  around  a  14 
percent  market  share  for  the  remainder  of  the  year,  total  mortgage  originations  are 
projected  to  be  only  $712  billion,  a  29  percent  drop  from  the  record  $1  trillion  in 
originations  posted  in  1993. 

For  1995,  the  inhibitive  effects  of  higher  interest  rates  begin  to  outweigh  the  benefits  of 
economic  growth  (e.g.,  job  and  personal  income  gains)  in  the  housing  sector.  I  am 
projecting  a  modest  contraction  in  the  housing  sector.  Total  starts  are  expected  to  fall  to 
1.33  million  units  for  the  year,  a  5  percent  drop  from  1994.  Similarly,  total  home  sales  are 
expected  to  fall  to  4.56  million  sales,  a  1.7  percent  drop  from  a  year  earlier.  With 
refinancings  projected  to  average  a  meager  16  percent  origination  share  for  the  year,  total 
originations  are  projected  to  drop  to  $656  billion,  representing  an  8  percent  fall  from  1994's 
$712  billion  projection. 

In  closing,  I  would  like  to  acknowledge  that  in  a  year  when  the  government  is  leaning 
heavily  on  mortgage  lenders  to  step  up  efforts  to  make  funds  available  to  low  income  and 
minority  families,  rising  mortgage  rates  are  making  the  job  more  difficult.  If  mortgage  rates 
stay  at  these  relatively  high  levels  or  continue  their  upward  climb,  literally  thousands,  if  not 
millions,  of  low  income  individuals  and  families  will  be  denied  the  opportunity  of 
homeownership  for  purely  economic  reasons. 

We  would  be  pleased  to  furnish  any  additional  needed  information. 
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Consumer  Federation  of  America 


STATEMENT  OF  CHRIS  LEWIS 

DIRECTOR  OF  BANKING  AND  HOUSING  POLICY 
CONSXJMER  FEDERATION  OF  AMERICA 

ON 

TRENDS  IN  CONSUMER  CREDIT  AFFORDABILITY 

BEFORE  THE 
SUBCOMMITTEE  ON  CONSUMER  CREDIT  AND  INSURANCE 

OF  THE 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

U.  S.  HOUSE  OF  REPRESENTATIVES 

HONORABLE  JOSEPH  P.  KENNEDY 
CHAIRMAN 

JUNE  9,  1994 


The  Consumer  Federation  of  America  appreciates  the  opportunity 
to  testify  this  morning  on  the  subject  of  consumer  credit 
af fordability. 

Simply  put,  Mr.  Chairman,  the  banking  industry  is  out  of 
touch.  It  is  out  of  touch  with  consumers  and  small  business  persons 
who  cry  out  for  credit  on  fair  terms  and  it  is  out  of  touch  with 
consumer  demand  for  higher  yields  on  savings  accounts. 

Recent  increases  in  the  prime  rate  at  banks  have  hurt  various 
sectors  of  the  economy  that  depend  on  credit,  like  homebuilding. 
But,  it  is  consumers  that  shoulder  the  bulk  of  the  burden  of 
increased  interest  payments  from  the  higher  cost  of  credit  -- 
billions  of  dollars  of  increased  interest  payments.  Deep  down  in 
the  trenches,  it  is  consumers  who  are  impacted  the  most  when  credit 
interest  rates  are  raised. 

And,  the  abrupt  jump  in  the  cost  of  credit  has  not  been 
accompanied  by  an  equivalent  rise  in  interest  paid  to  consumers  for 
deposits  held  at  the  Nation's  insured  depositories.  The  net  result 
is  that  the  banking  industry,  without  lifting  a  finger,  is 
pocketing  billions  of  dollars  in  new  earnings. 

1424  16th  Street,  N.W.,  Suite  604  •   Washington,  D.C.  20036  •  (202)  387-6121 
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BANKING  INDUSTRY'S  RECORD  PROFITS 

While  the  banking  industry  may  be  out  of  touch  with  consumers, 
it  is  certainly  not  out  of  touch  with  making  profits.  Last  year, 
the  banking  industry  made  record  profits  of  $43.4  billion  on  top  of 
record  earnings  in  1992  of  $32.2  billion  --  some  $76  billion  in 
profits  over  the  last  two  years. 

We  have  no  problem  with  banks  making  an  honest  buck  or  with  a 
healthy  banking  industry.  The  Nation,  the  economy  and  consumers  all 
benefit  from  a  sound  banking  system.  However,  unproductive 
profiteering  by  publicly-insured  depositories  is  deeply  troubling. 
It  is  a  particular  concern  when  it  comes  on  the  backs  of  consumers 
who  must  endure  the  burden  of  underpayment  of  interest  and 
overcharges  for  credit . 


LOW  SAVINGS  RATES 

Last  month,  CFA  released  a  report  on  trends  in  savings  rates, 
"Savings  Account  Interest  Rates:  Are  Banks  Paying  Consumers  Too 
Little?",  that  observed  that  the  banking  industry  is  paying 
extraordinary  little  in  interest  on  consumer  savings. 

We  found  that  the  then  current  2.30%  rate  on  Money  Market 
Accounts  (MMAs)  was  the  lowest  rate  paid  on  MMA  savings  since  the 
mid-1950s.  NOW  account  interest  rates  are  the  lowest  since  these 
instruments  have  been  widely  made  available  to  consumers  beginning 
in  the  early  1980' s.  And,  the  2.93%  6-month  certificate  of  deposit 
(CD)  rate  is  lower  than  any  rate  paid  on  such  savings  instruments 
prior  to  1993  (See  Appendix  1)  . 

Additionally,  interest  rates  on  MMA  and  CDs  have  declined 
precipitously  over  the  last  3  years  dropping  more  than  50%  since 
April  1991.  We  further  found  that  over  the  last  year  the  industry- 
has  suppressed  interest  rates  on  MMA  and  NOW  accounts  at  the  same 
time  that  comparable  Treasury  bills  and  Money  Market  Fund  (MMFs) 
have  begun  to  increase.  The  gap  between  these  is  now  quite  large. 

How  much  does  this  cost  savers?  Modest  changes  in  rates  may 
not  seem  significant.  But,  given  the  sum  of  consumer  savings, 
aggregate  losses  to  savers  are  in  fact  quite  substantial. 

At  the  beginning  of  this  year,  the  banking  industry  reported 
NOW  account  balances  of  $294  billion,  personal  savings  accounts  of 
$606  billion  and  CD  accounts  of  $606  billion  --a  consumer  savings 
total  of  $1,506  trillion.  More  than  a  trillion  dollars  of  this  sum 
are  held  by  individuals. 

Swings  in  interest  rates  of  a  few  basis  points  result  in 
losses  to  consumers  of  hundreds  of  millions  of  dollars  in  foregone 
returns  on  savings.  We  estimated  that  consumers  were  cheated  of 
over  $500  million  in  underpaid  interest  in  the  month  of  April 
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alone.   For  the  past  year,   consumers  lost,   conservatively,   S3 
billion  in  underpaid  interest  on  CDs  and  MNAs . 

CAPTIVE  CONSUMERS 

Despite  competition,  from  such  firms  as  money  market  funds  and 
other  securities  entities,  depository  institutions  continue  to  have 
a  lock  on  the  small  saver  --  and  in  many  instances  this  reaches 
well  up  the  ladder  of  more  affluent  medium-sized  savers. 

Small  savers  traditionally  are  slow  to  shop  for  banking 
services  and  many  are  lured  by  the  convenience  of  a  checking  and 
savings  account  in  the  same  institution.  Few  small  savers  can  leap 
quickly  in  and  out  of  the  government  securities  market  to  take 
advantage  of  interest  rate  swings.  The  small  saver,  in  effect, 
remains  a  captive  customer  of  the  commercial  banking  industry. 

IMPACT  OF  INTEREST  RATE  HIKES 

While  it  is  the  small  account  holder  that  faces  the  greatest 
array  of  fees  and  it  is  the  small  saver  that  sees  the  first  wave  of 
any  interest  rate  decline,  it  is  also  the  small  borrower  -- 
consumer  and  small  business  person  --  who  is  the  first  to  be  hit 
with  any  rise  in  the  cost  of  credit. 

The  rapid  increase  in  prime  rates  since  the  beginning  of  the 
year  --  1.25  %  --  means  one  thing  to  consumers  the  loss  of  billions 
of  dollars  of  disposable  income,  and  another  to  bankers  and  the 
rest  of  the  finance  industry  --  the  gain  of  billions  of  dollars  in 
new  income.  For  consumers,  the  recent  rate  hikes  mean  higher 
interest  payments  on  credit  card  balances,  on  car  loans,  on  home 
equity  lines  of  credit  and  on  adjustable  rate  mortgages. 

The  impact  of  a  1.25%  hike  in  interest  rates  on  outstanding 
consumer  debt  burden  is  astronomical.  Almost  a  trillion  dollars  of 
reported  consumer  debt  is  adjustable  --  i.e.,  tied  to  fluctuations 
in  interest  rates. 

Taking  just  outstanding  balances  on  Adjustable  Rate  Mortgages 
(arms) ,  open-ended  home  equity  lines  of  credit  and  revolving  credit 
card  debt  we  estimate,  conservatively,  that  consumers  will  pay  an 
additional  $12  billion  in  interest  as  a  result  of  hikes  in  the 
various  rate  indexes  of  1.25%  since  the  begininq  of  the  year. 

It  is  generally  assumed  that  one  quarter  of  outstanding  1-4 
family  mortgage  debt  is  held  in  ARMs .  According  to  the  May  Federal 
Reserve  Bulletin  current  outstanding  1-4  family  mortgage  debt 
equals  $3,146  trillion  resulting  in  more  than  $750  billion  in 
floating  rate  mortgage  debt.  Open-ended  home  equity  lines  of 
credit,  at  year  end,  totaled  approximately  $110-120  billion,  the 
bulk  of  which,  $73  billion  was  held  by  commercial  banks.  The 
Federal  Reserve  reported  two  days  ago  that  outstanding  consumer 
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revolving  debt  --  credit  card  debt  --  totaled  $293  billion.  RAM 
Research  reported  in  April  that  55%  of  credit  card  balances  are  now 
carried  on  variable  rate  cards.  Thus,  reported  adjustable  consumer 
credit  balances,  conservatively,  currently  exceed  $1  trillion 
dollars.  A  1.25%  interest  rate  increase  on  a  trillion  dollars  will 
amount  to  $12.5  billion  in  additional  interest  paid  by  consumer  to 
banks  and  other  creditors . 


THE  WIDENING  INTEREST  SPREAD 

Bank  costs  of  funds  are  low.  Are  banks  pricing  their  credit  on 
the  basis  of  cost?  The  simple  answer:  no.  The  banking  industry 
enjoys  record  profits  today  principally  because  of  a  wide  and 
growing  spread  between  the  interest  paid  on  savings  and  the 
interest  charged  to  borrowers,  as  well  as  a  growing  reliance  on 
fee-based  sources  of  income. 

A  quick  glance  at  the  money  rates  in  major  newspapers  any 
morning  will  reveal  just  how  big  the  spreads  have  become  between 
the  cost  of  money  to  the  banks  and  the  enormous  mark  up  on  that 
money  when  it  is  loaned  to  the  customer. 

The  fact  is  that  there  has  always  been  a  built-in  "consumer 
lag"  --  bankers  pick  up  the  cream  as  interest  rates  skyrocket  and 
again  when  they  head  back  down  to  earth. 

Loan  rates  ride  up  with  quickly  with  the  interest  rate  rocket. 
When  rates  go  down,  the  banks  are  slow  to  adjust  the  loan  rates  -- 
but  they  race  with  Olympic-like  speed  to  ratchet  down  savings 
rates,  particularly  for  the  small  and  medium-sized  saver.  There  is 
a  destructive  and  costly  lag  for  the  consumer  at  both  ends. 

Most  consumer  and  small  business  credit  is  tied  to  the  banks' 
so-called  "prime-rate".  The  banks  play  lots  of  games  with  the 
"prime-rate"  and  consumers  rarely,  if  ever,  enjoy  anywhere  close  to 
the  banker's  definition  of  prime.  Much  consumer  and  small  business 
lending  is  quoted  as  "prime  plus".  Adjustable  rate  mortgages,  for 
example,  often  carry  rates  many  points  above  whatever  the  banks 
have  manufactured  at  the  moment  as  the  "prime". 

Currently  banks  enjoy  fat  spreads  on  their  cost  of  funds 
versus  their  lending  rates.  This  narrows  for  the  affluent  favorites 
and  the  big  business  customers.  But,  for  the  consumer  and  small 
business  borrower  the  spread  has  become  outlandish  in  today's 
banking  market . 

Today,  the  spread  for  the  customers  that  banks  may  consider 
"prime",  is  approaching  three  percentage  points  above  what  the  bank 
pays  on  a  three-month  certificate  of  deposit  --  a  healthy  spread 
that  moves  that  bottom  line  right  up  the  chart.  As  the  attached 
chart  (Appendix  2)  further  demonstrates,  the  industry's  spread 
between  their  cost  of  funds  and  the  "prime  rate"  has  steadily 
increased  over  the  last  decade  and  has  dramatically  increased  in 
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the  last  36-48  months. 

As  this  spread  increases,  it  is  consumers  who  pick  up  the  tab 
in  the  form  of  lower  interest  paid  on  their  deposits  and  higher 
costs  of  credit.  The  growing  spread  demonstrates  that  the  banking 
industry's  pricing  of  credit  is  less  and  less  tied  to  the 
industry's  actual  cost  of  funds  and  more  and  more  tied  to  what 
captive  consumers  and  small  business  persons  are  forced  to  bear  -- 
i.e.,  on  what  the  industry  can  get  away  with.  In  short,  the  growing 
spread  is  a  ever  enlarging  takings  by  the  banking  industry  from 
consumers . 

All  this  means  that  banks  are  currently  enjoying  extremely  fat 
spreads  on  their  cost  of  money  versus  their  lending  rates.  The 
spreads  are  outlandish  in  today's  economic  climate  of  record 
industry  profits  --  even  for  customers  that  can  qualify  for  the 
banks'  definition  of  a  prime  rate. 


LACK  OF  DEMAND? 

We  are  aware  that  some  bankers  excuse  the  lack  of  a  decent 
return  on  savings  to  a  so-called  lack  of  "demand"  for  loans. 

It  may  well  be  true  that  there  is  a  lack  of  demand  for  more 
office  buildings  and  strip  malls.  This  is  not  surprising  after  the 
demand  --  real  and  manufactured  --  went  through  the  roof  in  the 
1980s. 

But,  there  has  been  a  long  standing  demand  for  a  lot  of 
lending  that  banks  don't  like  to  do.  Community  lending.  If  the 
demand  is  down  for  commercial  loans  and  if  the  demand  is  down  for 
suburban  developments,  perhaps  this  is  the  time  for  the  banks  to 
start  finding  out  how  to  make  community  loans  --to  all  sectors  of 
the  population  and  to  all  sectors  of  the  community. 

This  Subcommittee  and  its  Chairman  have  done  a  tremendous 
amount  of  work  in  pointing  out  the  need  for  more  community  lending 
and  fair  treatment  for  all  who  seek  credit  from  the  Nation's 
lenders.  I  don't  think  anyone  on  this  Subcommittee  is  going  to  be 
quick  to  agree  with  bankers  who  say  there  is  no  demand. 

There  may  be  greater  competition  for  the  traditional  loans 
that  banks  and  bankers  like  to  make.  We  don't  doubt  that.  But,  to 
say  that  there  is  no  overall  need  for  credit  --no  demand  for  loans 
--  flies  in  the  face  of  data  gathered  by  the  government  under  the 
Home  Mortgage  Disclosure  Act,  the  repeated  concerns  expressed  by 
small  business  persons  who  tell  us  they  need  access  to  reasonable 
credit . 

With  high  profits,  low  costs  of  funds  banks  are  in  a  marvelous 
position  to  make  up  for  lost  time  --to  make  up  for  gaps  in  their 
lending  performance  for  small  businesses  and  local  communities. 
Banks,  instead  of  retreating  into  a  dormant  state  --  paying  nothing 
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for  savings,  investing  increasingly  in  government  securities, 
depending  on  fees  rather  than  lending  --  should  take  affirmative 
steps,  aggressive  steps  to  become  bankers  again. 

No  loan  demand?  This  Subcommittee  ought  to  invite  small 
business  persons,  would-be  homebuyers  and  local  communities  to 
write-in  to  tell  their  stories  of  need  for  credit.  Lets  balance 
this  against  the  banks  claim  of  no  demand. 


IMPACT  OF  LOAN  TERMS  AND  FEES 

Beyond  the  impact  of  interest  rates  on  the  af fordability  of 
credit  there  are  additional  pricing  elements  that  influence  the 
availability  of  and  demand  for  credit:  loan  fees  and  terms  imposed 
by  banks.  Banks  impose  a  variety  of  fees  and  limitations  on  loan 
size  and  maturity  with  different  covenant  and  collateralization 
requirements.  Undoubtedly,  origination  and  processing  fees, 
compensating  balances,  and  other  charges  have  a  lot  to  do  with 
"demand"  and  consumer  access  to  credit.  All  of  these  factors  effect 
the  overall  cost  and  availability  of  credit. 

Demand  surely  would  be  higher  if  the  terms  of  credit  were  more 
friendly  to  the  consumer  and  the  small  business  person.  If 
consumers  small  businesses  can't  afford  bank  imposed  terras,  rest 
assured  no  banker  will  be  inundated  with  loan  applications. 


CONCLUSION 

This  is  a  great  time  to  challenge  the  banks  to  live  up  to 
their  charters  --  to  their  role  as  economic  leaders  in  their 
communities . 

During  the  1980s,  depository  institutions  were  often  in 
crisis.  Lending  and  regulatory  decisions  were  colored  by  this  fact. 
Profits  were  down.  The  deposit  insurance  coffers  were  bare.  Record 
numbers  of  institutions  were  on  failed  and  problem  lists. 

Today,  the  sun  is  shining  in  the  industry.  Quarter  after 
quarter,  the  banks  have  recorded  record  profits.  The  bank  insurance 
fund  is  solvent  again.  Capital  cushions  are  thicker.  The  industry 
generally  is  in  fat  city. 

During  the  dark  hours  of  the  1980s  and  beyond,  the  industry 
often  used  its  poor  condition  as  an  excuse  for  inadequate  lending 
to  small  businesses  and  community  enterprises.  Many  apologists 
argued  that  consumer  and  community  groups  were  expecting  too  much 
in  demanding  that  banks  reach  out  for  new  loans  in  depressed  and 
credit-starved  neighborhoods.  High  fees  for  bank  services  were 
excused  on  the  ground  that  banks  had  to  make  a  nickel  where  they 
could  during  the  industry's  downturn  --  even  if  they  had  to  pick 
the  pockets  of  their  small  depositors.  We  were  told  that  insurance 
premiums  couldn't  be  raised  too  rapidly  for  fear  of  tipping  the 
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balance  against  weak  banks. 

Now  those  excuses  have  been  washed  away  in  a  tide  of  record 
profits,  improved  capital  and  general  good  times.  Now  is  the  time 
to  challenge  the  banks  to  live  up  to  their  charters  to  serve  the 
"convenience  and  needs"  of  their  communities.  --  to  make  small 
business  loan,  to  reach  out  to  new  customers,  to  make  basic  banking 
services  available  to  all  and  to  generally  become  banks  again  --no 
fee  collectors. 

The  banking  industry  has  no  excuse  for  leaving  vast  parts  of 
their  service  areas  without  credit  --  not  in  today's  sunny  banking 
climate . 

Bankers  could  do  wonders  for  their  image  and  they  could 
silence  many  of  their  critics  if  they  started  plowing  some  of  their 
new  found  profits  back  into  the  community.  Congress  and  the 
regulators  need  to  do  everything  possible  to  make  certain  that  this 
new  bank  prosperity  is  not  once  again  invested  in  high  flying 
speculative  schemes,  but  in  solid  lending  that  build  communities, 
creates  jobs  and  grows  the  economy. 

Now  is  the  time  to  challenge  the  banks  to  banks. 
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Banks'  Prime  Rate  Spread:  Their  Prime  Rate  and  Their  Cost  of  Funds  in 
the  Certificate  of  Deposit  IVIarket. 
1975-May18,  1994 
Figure  1:  The  Prime  rate  and  the  3-month  CD  rate 
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Figure  2:  The  Difference  Between  the  Prime  rate  and  the  3-month  CD  rate 
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TESTIMONY  OF  FRANK  PARENTE,  ECONOMIST,  ECONOMIC  RESEARCH 

DEPARTMENT,  AMERICAN  FEDERATION  OF  LABOR  AND  CONGRESS  OF 

INDUSTRIAL  ORGANIZATIONS,  TO  THE  SUBCOMMITTEE  ON  CONSUMER 

CREDIT  AND  INSURANCE,  HOUSE  COMMITTEE  ON  BANKING,  FINANCE  AND 

URBAN  AFFAIRS,  ON  TRENDS  IN  CONSUMER  CREDIT  AFFORDABILITY 

JUNE  9,  1994 


Thank  you  for  the  opportunity  to  express  the  views  of  the  AFL-CIO  on 
trends  in  consumer  credit  affordability. 

We  deplore  the  recent  tightening  actions  by  the  Federal  Reserve  and  we 
adopted  a  statement  to  that  effect  at  our  Executive  Council  meeting  last  month. 
The  statement  notes  that  Fed  actions  aggravate   unemployment  and  undermine 
the  Humphrey-Hawkins  Act  goal  to  undertake  policies  that  reduce 
unemployment  to  4  percent.   The  statement,  adopted  only  days  before  the 
latest  tightening,  called  upon  the  Fed  to  refrain  from  any  additional  tightening 
of  monetary  policy  while  unemployment  remains  high. 

I  have  attached  to  this  testimony  is  a  copy  of  the  AFL-CIO  Executive 
Council  statement  on  Federal  Reserve  Board  Policy. 

Mr.  Chairman,  the  recent  tightening  actions  come  at  a  time  when  inflation 
is  under  control.   The  economy  is  not  overheating  and  there  is  significant 
unemployment  and  underemployment.   Labor  costs  are  not  and  have  not  been 
a  significant  element  of  inflation.   Raising  interest  rates  in  order  to  please  Wall 
Street  investors  and  to  fatten  the  profits  of  bankers  risks  the  danger  of  quelling 
economic  growth  and  keeping  people  from  getting  jobs  or  throwing  them  out  of 
jobs. 

The  act  of  raising  interest  rates  itself  is  inflationary  as  higher  rates  get 
rolled  into  the  costs  of  products  and  services  across  the  board  in  the  economy. 
Further,  consumers  suffer  as  higher  rates  translate  into  interest  payments  on 
credit  card  balances,  on  car  loans,  on  home  equity  lines  of  credit  tied  to  the 
prime  rate  and  higher  monthly  payments  for  first-time  home  buyers.   Also,  rates 
on  adjustable  rate  mortgages  go  up. 

There  is  room  in  the  economy  for  faster  economic  growth  without 
inflation  due,  among  other  things,  to  improved  productivity  and  high 
unemployment.   Significant  investments~in  infrastructure,  in  education  and 
training,  and  in  housing,  for  example-are  needed  to  bring  the  economy  up  to 
higher  levels  of  performance,  to  reduce  joblessness  and  to  meet  human  needs. 
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Inflation  Not  a  Problem 


*  After  growing  at  a   7  percent  rate  in  the  fourth  quarter  of  last  year, 
Gross  Domestic  Product  growth  has  slowed  down  to  an  annual  rate  of  3.0 
percent  in  the  first  quarter  of  this  year.    The  economy  is  not  overheating. 
Among  other  things,  the  rapid  growth  in  the  fourth  quarter  was  attributable  to 
a  rebound  after  the  Midwest  floods  and  export  growth  in  the  4th  quarter  that 
could  not  be  sustained  because  of  weakness  in  Europe  and  Japan.   Even  with 
the  strong  4th  quarter  GDP  growth,  1993  averaged  only  3  percent. 

*  The  Consumer  Price  Index  rose  by  only  2.2  percent  in  the  year  ending 
April  of  this  year.   (CPI-W  2.2  %;  CPI-U  2.4  %) 

*  The  Implicit  Price  Deflator,  a  general  measure  of  inflation  in  the 
economy,  declined  for  the  third  straight  year  in  1993  to  2.3  percent.   Inflation  as 
measured  by  rises  in  the  price  of  wages  has  been  absent. 

*  Employment  costs  have  been  decelerating.    Unit  labor  costs  in  the 
nonfarm  business  sector  slowed  for  the  third  straight  year  from  5.1  percent  in 
1990  to  only  1.8  percent  in  1993. 

*  The  Employment  Cost  Index  (or  ECl)  for  civilian  workers  rose  by  a  mere 
3.2  percent  for  the  year  ended  in  March,  the  smallest  increase  since  1979.   The 
Employment  Cost  Index  measures  changes  in  compensation  costs,  including 
wages,  salaries,  and  employer  costs  for  employee  benefits.   The  rise  in 
compensation  costs  of  3.2  percent  for  the  year  ended  March  1994  was  down 
from  the  3.5  percent  gain  for  the  year  ended  December  1993. 

The  index  for  state  and  local  government  workers  has  also  shown  only 
moderate  increases.   The  index  for  the  year  ended  this  March  rose  by  only  2.8 
percent,  the  same  as  for  the  12  months  ending  December  1993  and  below  the 
3.6  percent  for  the  year  ending  March  1993. 

*  Average  hourly  earnings  for  production  or  nonsupervisory  workers  in 
the  nonagricultural  sector  have  risen  from  $8.32  in  1984  to  $11.40  in  the  first 
quarter  of  this  year.   In  dollars  adjusted  for  inflation,  however,  average  hourly 
earnings  actually  feM  from  $7.80  in  1984  to  $7.40  this  Spring. 

*  Despite  growth  in  the  U.S.  economy  last  year,  wage  gains  negotiated  in 
major  collective  bargaining  agreements  showed  no  signs  of  acceleration  that 
might  put  pressure  on  inflation.     For  the  second  consecutive  year,  major 
settlements  covering  bargaining  units  of  1,000  or  more  workers  provided  wage 
gains  that,  on  average,  were  smaller  than  those  specified  in  the  contracts  they 
replaced. 
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Settlements  in  1993  specified  wage  rate  increases  of  2.3  percent  for  the 
first  year  and  2.1  percent  a  year  over  the  life  of  the  contract.   Comparable 
changes  the  last  time  the  same  parties  bargained,  primarily  in  1990,  were 
increases  of  3.7  percent  for  the  first  year  and  2.9  percent  annually  over  the 
contract. 


Productivity  Growth 

The  high  growth  rate  of  productivity  in  recent  quarters  and  the 
displacement  of  experienced,  skilled  workers  indicates  that  the  economy  is  far 
from  reaching  an  output  and  unemployment  rate  at  which  inflation  will  occur. 
The  availability  of  experienced  workers  means  that  the  economy  can  grow 
faster  without  incurring  inflationary  pressure  in  labor  markets. 

Over  the  year,  from  fourth  quarter  1992  to  fourth  quarter  1993, 
productivity  grew  1.7  percent  in  nonfarm  business,  and  5.1  percent  in 
manufacturing.   In  the  fourth  quarter  of  1993,  productivity  grew  at  an  annual 
rate  of  6.1  percent  in  nonfarm  business  and  7.2  percent  in  manufacturing.   This 
compares  with  a  1980s  decade  average  of  about  one  percent  in  nonfarm 
business  and  2.7  percent  in  manufacturing. 

These  high  productivity  growth  rates  are  part  of  the  reason  for  the  large 
scale  displacement  of  workers  even  though  the  economy's  output  is  growing. 
The  workers  displaced  are  experienced,  skilled  workers  who  can  add  greatly  to 
the  overall  growrth  in  output  if  the  economy  is  expanding  quickly  enough.   To 
increase  production  firms  will  predominantly  hire  experienced  workers,  not 
workers  that  are  expensive  to  hire  and  train.   Increased  output  can,  therefore, 
be  produced  without  raising  unit  labor  costs  and  prices. 


Inflation  Not  Due  to  Worker  Wages 

Over  the  last  decade  wages  have  not  been  a  significant  factor  in  price 
increases.   The  biggest  annual  rise  in  the  Consumer  Price  Index  was  6.1 
percent  in  1990,  a  year  when  motor  fuels  jumped  by  36  percent.   Over  the  last 
ten  years,  rises  in  the  medical  care  part  of  the  index  have  averaged  over  7 
percent  a  year.   Medical  care  costs  rose  by  about  8  percent  or  more  each  year 
in  the  period  1989  through  1991. 

Wage  rises  have  not  been  a  source  of  inflation.   Over  the  last  decade, 
compensation  per  hour  increased  by  4.7  percent  per  year,  including  wages  and 
salaries  of  employees  plus  employers'  contributions  for  social  insurance  and 
private  benefit  plans.   Taking  out  inflation,  however,  real  compensation  per 
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hour  increased  on  average  by  only  0.6  percent  per  year,  less  than  the  annual 
1.5  percent  per  year  rise  in  productivity  as  measured  by  output  per  hour, 
according  to  the  Bureau  of  Labor  Statistics. 

In  1993,  for  example,  productivity  or  output  per  hour  of  all  persons  in  the 
nonfarm  business  sector  rose  by  1.7  percent,  while  real  compensation  per  hour 
rose  by  only  0.8  percent. 


Recovery  Producing  Jobs  at  Slow  Pace 

Part  of  the  fear  of  inflation  is  the  possibility  that  the  economy  is  grow/ing 
too  fast  and  that  rapid  job  grovt^h  will  lead  to  higher  wage  demands.   But  this 
recovery  has  been  anemic,  compared  with  past  recoveries,  as  measured  by  the 
increase  in  jobs. 

In  the  38  months  following  the  trough  of  the  recession  in  March  1991 
through  May  1994,  the  economy  gained  4.5  million  new  jobs,  compared  with  10 
million  new  jobs  following  the  trough  of  the  1982  recession  and  10  million  new 
jobs  following  the  1975  recession. 

Whereas  the  economy  added  between  11  percent  and  13  percent  in  new 
jobs  after  the  previous  two  recessions,  this  recovery  has  added  only  4.1 
percent  new  jobs.   Whereas  the  previous  two  recoveries  averaged  roughly 
260,000  new  jobs  per  month,  this  recovery  has  added  only  about  120,000  new 
jobs  per  month. 

And  what  about  the  quality  of  jobs? 

Over  the  same  period  since  the  trough  of  the  1991  recession, 
manufacturing  employment  has  fallen  by  about  500,000  jobs.   The  loss  of  well- 
paying  manufacturing  jobs  along  with  the  increase  of  many  lower  paying 
service  sector  jobs,  plus  the  rise  of  many  contingent  workforce-type  jobs  with 
few  benefits  and  low  wages  all  combine  to  have  a  depressing  effect  on  wages. 

In  the  latest  employment  data  for  May,  released  last  Friday,  the  increases 
in  employment  don't  tell  the  full  story  about  the  expansion.   About  70  percent 
of  the  increase  in  jobs  came  in  part-time  work.   About  30  percent  of  the 
increase  in  jobs  came  from  an  increase  in  self-employment.   And  the  biggest 
job  increases  were  in  lower  paid  services  and  retail  trade. 

Part  of  the  ongoing  restructuring  of  industry  and  the  annual  trade  deficits 
involves  the  displacement  of  large  numbers  of  workers.   Of  the  several  million 
displaced  workers,  only  about  one  fourth  were  able  to  become  employed  with 
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the  same  or  greater  earnings,  according  to  the  U.S.  Bureau  of  Labor  Statistics. 
A  third  of  such  workers  were  jobless,  another  third  worked  for  less  pay  or  were 
part-time. 


Unemployment  Higher  Than  It  Looks 

Also,  unemployment  is  higher  than  it  looks  and  there  is  not  a  great  deal 
of  tightness  in  labor  markets  in  places  like  California  which  have  been  hit  with 
severe  regional  dislocations. 

Although  the  official  national  jobless  rate  of  6.0  percent  reflects  7.9 
million,  there  are  4.8  million  working  part-time  because  there  is  no  full-time 
work  to  be  had  and  1.7  million  who  have  previously  sought  work  without 
success,  for  a  total  of  14.4  million  affected  by  total  or  partial  unemployment. 

This  is  a  peculiar  type  of  economic  environment  in  which  layoffs  take 
place  even  amid  expansion. 

Over  the  last  several  years,  there  have  been  announcements  of  ongoing 
downsizings  and  layoffs,  many  related  to  military  base  closings,  in  which 
people  are  losing  jobs  in  large  numbers.   Earlier  this  year,  Scott  Paper,  Nynex, 
GTE  and  other  companies  announced  huge  job  cuts  related  to  restructuring.   In 
addition,  past  job  cuts  by  the  tens  of  thousands  have  been  announced  at  IBM, 
Boeing,  Sears  Roebuck  and  General  Motors.   Much  of  this  loss  of  jobs  is 
related  to  the  massive  annual  trade  deficits. 

Only  recently  a  restructuring  plan  at  Raytheon  was  announced.   It  will 
close  facilities  and  erase  one  thousand  jobs  from  the  Massachusetts  economy 
during  the  next  two  years.   Raytheon  will  close  three  Massachusetts  facilities  in 
Lowell,  Northboro,  and  Norwood,  and  transfer  defense-electronics  subassembly 
work  from  Manchester,  New  Hampshire.   Approximately  1,000  Massachusetts 
workers,  or  5  percent  of  Raytheon's  state-wide  labor  force  will  be  cut  from 
payrolls. 


The  So-Called  "Natural"  Rate  of  Unemployment 

It  is  outrageous  that  increases  in  employment  and  decreases  in 
unemployment  are  regarded  as  bad  economic  news. 

We  do  not  accept  the  simple-minded  unemployment  inflation  trade-off 
theory  nor  do  we  accept  the  sophisticated  nonsense  of  a  so-called  "natural  rate 
of  unemployment." 
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Economists  have  theorized  that  rapidly  accelerating  inflation  would  occur 
if  jobless  rates  fell  below  a  some  so-called  "natural"  unemployment  rate, 
following  the  discredited  theory  that  there  is  a  tradeoff  between  inflation  and 
unemployment.   There  is  disagreement  about  what  the  "natural"  level  is  or 
about  the  extent  to  which  past  history  bears  out  the  predicted  results.   Is  the 
full  employment  rate  7  percent?   6  percent?   Five?   The  Council  of  Economic 
Advisers  estimates  that  the  level  is  somewhere  between  5.9  percent  and  6.3 
percent,  although  the  CEA  examined  the  issue  and  concluded  in  its  February 
report  that  "The  evidence  .  .  .suggests  that  today's  unemployment  rate  exceeds 
the  natural  rate  by  a  significant  amount.   Therefore,  wage-push  price  inflation  is 
unlikely  to  be  a  factor  constraining  economic  growth  in  the  near  future." 

Also,  during  the  economic  recovery  there  have  been  rapid  increases  in 
productivity  that  allow  higher  levels  of  economic  activity  at  given  levels  of 
employment  without  the  inflationary  impact  that  might  otherwise  occur.   As 
noted  earlier,  productivity  gains  and  restructuring  of  businesses  have  produced 
substantial  unemployment  of  highly  trained  workers  who  can  be  employed 
profitably  and  without  sparking  inflation.   In  addition,  critics  of  the  natural  rate 
thesis  point  out  that  as  business  activity  increases,  multinational  firms 
increasingly  employ  offshore  production  facilities  and  foreign  workers.   This 
helps  to  explain  why  labor  costs  can  fall  even  as  business  activity  increases  in 
the  U.S.     Corporations  now  find  it  difficult  to  put  inflationary  price  increases  in 
place  due  to  international  competition. 

In  addition,  others  have  pointed  out  that,  based  on  their  analyses, 
definitive  evidence  of  a  clear  cut  inflationary  effect  is  lacking.   The  results  of 
statistical  studies  are,  in  effect,  mixed  or  inconclusive.   It  has  been  pointed  out 
that  there  have  been  periods  during  the  early  1980's,  for  example,  where  both 
inflation  and  unemployment  have  been  high  or  like  several  years  ago  when  the 
jobless  rate  of  5.3  percent  in  1989  did  not  spark  rapid  inflation. 

The  WEFA  economic  forecasting  group  argues  that  the  aggregate 
unemployment  rate  masks  shifts  in  the  labor  market  attributable  to  corporate 
restructuring  and  that  there  are  big  changes  in  occupations  of  U.S.  workers. 
There  is  a  shift  away  from  blue  collar  and  toward  white  collar  occupations  and 
the  jobless  rate  in  the  latter  is  still  at  low  levels.   In  March,  WEFA  argued  that 
"Disaggregated  data  by  profession,  however,  show  that  the  unemployment  rate 
in  the  fastest  growing  labor  market,  that  for  professionals  and  managers,  is  still 
at  levels  seen  during  the  last  recession." 
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Raising  interest  Rates  Quells  Economic  Activity,  Hurts  Consumers 

Raising  interest  rates  hurts  those  parts  of  the  economy  that  depend  on 
credit,  including  home  building,  autos  and  plant  and  equipment  spending. 
Jobs  can  be  lost  or  not  created  as  investments  fail  to  be  made. 

Rising  interest  rates  is  in  itself  inflationary  in  the  sense  that  such 
increases  raise  business  costs  across  the  board  and  get  reflected  in  the  prices 
which  business  firms  charge. 

Further,  consumers  suffer  as  higher  rates  translate  into  higher  interest 
payments  on  credit  card  balances,  on  home  equity  lines  of  credit  tied  to  the 
prime  rate  and  in  higher  monthly  payments  for  first-time  home  buyers  and 
holders  of  adjustable  rate  mortgages. 

A  small  example  shows  the  effect  on  an  average  household. 

Interest  rates  on  commercial  bank  loans  for  various  purposes  were 
steady  or  declining  in  the  period  between  November  and  February,  including 
new  car  loans,  personal  loans  and  credit  card  plan  rates  and  mobile  home 
loans. 

There  have  been  discernible  increases  in  auto  finance  company  interest 
rates,  however,  between  January  and  March  of  this  year.   Rates  on  new  car 
loans  rose  from  7.55  percent  in  January  to  9.13  percent  in  March.    During  this 
period,  the  monthly  payment  on  a  typical  new  car  loan  would  have  edged 
upward  from  about  $312  to  $336  or  8  percent,  adjusting  for  changes  in  the  term 
of  the  loan,  the  changed  loan  ratio  and  a  slightly  higher  loan  amount.     But 
even  these  small  changes  over  a  brief  period  of  time  translate  into  bigger 
changes  as  the  total  interest  on  a  new  loan  would  rise  from  $2,505  to  $3,308,  an 
increase  of  32  percent  in  total  interest  that  the  consumer  must  pay  over  a  5-  to 
6-year  car  loan. 

Between  February  and  April  of  this  year,  the  contract  mortgage  interest 
rate  on  commitments  for  fixed  rate  first  mortgages  rose  by  more  than  100  basis 
points  from  7.15  percent  to  8.32  percent  on  30  year  mortgages,  according  to  the 
Federal  Home  Loan  Mortgage  Corporation.   If  a  consumer  had  bought  a 
$150,000  home  with  a  $120,000  mortgage  in  February,  he  or  she  would  have 
paid  $818  per  month  in  principal  and  interest  payments.   In  April,  for  the  same 
$120,000  loan  on  the  same  home,  the  payment  was  $915  per  month,  almost 
$100  more  per  month.    One  can  imagine  the  effect  on  a  household  of  limited 
means  of  building  into  the  family  budget  additional  interest  payments  of  almost 
$100  or  12  percent  per  month,  $1,200  per  year. 
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Over  the  life  of  the  mortgage,  the  home  buyer  would  have  to  make 
payments  of  more  than  $30,000  in  additional  interest  due  to  the  jump  in  rates 
seen  between  February  and  April. 

Unfortunately,  such  rises  in  consumer  expenses  are  almost  totally 
ignored  in  the  market  basket  of  goods  and  services  which  make  up  the 
Consumer  Price  Index. 


Investments  Needed 

Economic  growth  should  not  be  feared.   Faster  noninflationary  economic 
growrth  can  occur  in  the  economy  due  to  such  changes  as  increases  in 
productivity  over  time  and  the  availability  of  skilled  workers.   There  are  a 
number  of  needed  and  prudent  investments  in  infrastructure,  education  and  job 
training  which  should  be  made.   These  types  of  investments  can  cause  the 
economy  to  grow,  putting  people  to  work,  by  increasing  productivity.     There  is 
also  a  backlog  of  need  in  such  areas  as  housing  for  lower  income  people. 

Such  investments  are  clearly  needed  after  years  of  underinvestment  in 
essential  public  infrastructure,  at  a  time  when  the  educational  achievement  of 
American  students  needs  improvement  and  when  changes  in  the  economy, 
trade  and  technology  require  a  significant  enhancement  in  worker  skill  and 
training  to  compete  in  a  global  marketplace. 

Like  improvements  in  technology,  such  changes  in  the  economy  can  help 
to  increase  the  supply  of  goods  and  services  without  significant  inflation.   The 
AFL-CIO  believes  that  economic  growth  is  good  for  America,  that  economic 
growth  can  and  should  be  promoted  to  put  people  to  work  and  to  help  meet  the 
Humphrey-Hawkins  Act  goal  of  4  percent  unemployment. 
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Pay  Growth  Lags  Productivity  Growth 

The  Ten  Year  Record 
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Annual  Output  Growth  1.5  % 
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What  A  Difference  A  Few  Months  Makes 

Monthly  Payment  on  $120,000  Mortgage 
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Statement  by  the  AFL-CIO  Executive  Council 

on  ~ 

Federal  Reserve  Board  Policy 

May  11,  1994 
Washington,  DC 

Economic  conditions  simply  do  not  justify  the  three  increases  in  short-term  interest 
rates  that  have  been  engineered  by  the  Federal  Reserve  Board  since  February  4. 

They  are  rationalized  as  safeguards  against  inflation,  but  inflation  is  nowhere  in  sight. 

Their  effect  is  especially  serious  in  an  economy  that  is  already  far  short  of  the  goal  of 
full  employment.    As  of  April,  15  million  American  workers  suffered  total  or  partial 
unemployment  —  8.4  million  officially  unemployed,  4.8  million  working  part-time  but 
wanting  to  work  full-time,  and  1.8  million  more  who  had  unsuccessfully  sought  jobs  but 
were  no  longer  counted  among  the  officially  unemployed. 

But  the  Federal  Reserve  Board's  actions  aggravate  that  problem  and  directly 
undermine  the  Humphrey-Hawkins  Act  goal  to  undertake  policies  that  reduce  unemployment 
to  4  percent.    Moreover,  long-term  interest  rates  have  risen  sharply  in  anticipation  of  further 
tightening  by  the  Federal  Reserve  Board,  boosting  mortgage  rales  in  the  process.    This  could 
lead  to  a  collapse  of  the  modest  progress  in  construction  activity. 

The  AFL-CIO  calls  upon  the  Federal  Reserve  Board  to  refrain  from  any  additional 
tightening  of  monetary  policy  while  unemployment  remains  high,    li  urges  the  Federal 
Reserve  Board  to  change  course  before  more  damage  is  done. 
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By  Lester  C.  Thurow 

Cambridge  Mass 

The  Federal  Reserve 
Board  has  been 
spooked  by  ihe  gnosi  ot 
inflation  In  us  panic, 
the  Fed  has  raised  m 
teresi  rates  three 
limes,  lakmg  everyone  by  surprise 
Long-term  bondholders  have  lost  bil- 
lions and  mtemaiional  currency  mar- 
kets have  been  rattled  Yet  the  Feds 
economists  admit  they  can'i  point  to 
even  a  hint  o(  inflation  in  the  current 
numbers  They  are  missing  the  obvi- 
ous the  90's  are  likely  to  be  an  infla- 
tion-tree decade,  and  their  interest 
rate  hikes  will  squash  the  current 
economic  recovery 

The  70s  and  80's  were  inriaiionary 
times  The  failure  to  raise  taxes  to  pay 
for  the  Vietnam   War   led  to  slowly 

Lester  C  Thurow  is  professor  of  man- 
agement and  e-ronomics  at  the  Mas- 
sachusetts institute  of  Technology 


accelerating  inflation  that  exploded 
with  the  oil  and  lood  shocks  of  the  70's 
Inflation  stubbornly  receded  in  the 
80's  It  the  effects  ol  surging  health 
care  costs  are  subiracied  from  infla- 
iton  figures,  ii  is  clear  Uiai  more  pnces 
have  fallen  than  risen  this  spring. 

Sophisticated  investors  includmg 
George  Soros.  Citicorp  and  Bankers 
Trust  took  huge  losses  because  of  the 
Fed's  action.  They  were  betting  on  low 
interest  rates  because  they  had  no 
womes  about  inflation  The  Fed's 
economists  contend  that  it  takes  12  lo 
18  months  for  higher  interest  rales  to 
stop  inflation,  so  they  are  acting  now 
to  prevent  renewed  Inflation  in  1995  In 
the  Feds  view,  the  economy  is  so 
prone  to  inflation  that  even  this  slow 
recovery  from  the  1991-1992  recession 

-  3  percent  growth  in  1993  and  2  6 
percent  in  ine  first  quaner  of  this  year 

—  represents  an  overheated  economy 
The  90's  began  with  a  deflationary 

crash  in  asset  values  property  prices 
in  the  United  States  declined  by  up  to 
50  percent  This  trend  spread  to  Eng- 
land, flattened  Japan  and  is  now  rock- 


ing Germany  While  the  U  S  slock 
market  has  nsen  (the  morwy  flowing 
into  pension  and  mutual  funds  has  had 
nowhere  else  to  go),  the  inflation-ad- 
justed fall  in  the  Japanese  stock  mar- 
ket in  the  90's  has  been  bigger  than  the 
decline  in  the  American  stock  market 
from  1929  through  1932  Worldwide, 
hundreds  of  billions  of  dollars  in  wealth 
have  been  wiped  out. 

One  traditional  cause  ot  inflation  IS  a 
shortage  of  labor,  which  dnves  up 
wages.  Yet  global  unemployment  rates 
are  reaching  levels  not  seen  since  the 
Depression  Spain  trports  24  percent 
and  Ireland  and  Finland  noi  much  less 
In  the  US,  it  one  adds  together  the 
officially  unemployed,  discouraged 
warkers  who  have  slopped  actively 
searching  for  work  and  those  with 
pcrt^lme  Jobs  who  want  full-time 
work.  15  percent  of  the  labor  force  (19 
million)  IB  looking  for  work 

The  Fed  Is  worried  that  an  increas- 
ing number  of  US  companies  are 
running  close  to  therr  production  lim- 
its —  that  they  win  be  unable  to  keep 
up  with  the  demand  for  goods,  thus 


dnving  up  prices  But  in  today's  glob- 
al economy  what  counts  is  world 
capacity,  not  U  S  capacity  No  Amer- 
ican will  have  lo  wail  for  a  new  car 
since  auto  makers  in  Japan  and  Eu- 
rope aren't  producing  at  anywhere 
near  capacity.  U  S  producers  aren't 
going  to  raise  prices  and  sit  by  and 
watch  iheir  market  share  erode 
While  Amenca's  economic  recovery 
19  under  way.  the  rest  of  the  industrial 
world  shows  no  sign  of  coming  back, 
until  It  does,  inflation  will  not  quicken 

The  demise  ol  the  Soviet  Union  and 
the  effective  coflapse  of  the  Organiza- 
tion of  Petroleum  Exporting  Coun- 
tries in  the  aftermath  of  ihe  Persian 
Gulf  War  means  there  will  be  no 
repeiilion  of  the  energy  or  food 
shocks  ot  the  70s  What  has  been 
happening  in  aluminum  will  be  re- 
peated in  most  raw  materials  13 
million  metric  tons  were  exported 
from  the  former  Soviet  Union  in  1993, 
causing  the  lowest  real  (adjusted  tor 
inflaiionj  prices  in  history 

Oil  prices  are  lower  in  real  terms 
than  before  ihe  first  OPEC  oil  shock 
in  the  early  70s,  yet  exports  from  the 
former  Sovtei  Union  have  barely  be- 
gun and  Iraq  has  yel  to  be  brought 
back  into  world  oil  markels  When 
Ukraine  comes  back  inia  production 
(tt  was  the  world's  largest  exporter  of 
gram  in  the  19th  century),  food  pnces 
will  plunge 

The  decline  In  reii  wages  thai  be- 
gan m  the  U  S  and  is  spreading 
across  the  Industrial  world  further 
undermines  the  Fed's  conieniions. 
Among  American  men,  salaries  are 
falling  at  every  education  level  —  for 
those  in  the  bottom  60  percent  income 
bracket,  real  wages  are  20  percent 


Raising  interest 

rates  is  killing 

the  recovery. 


below  1973  levels  Women  wlih  a  high 
school  education  or  less  have  seen 
their  wages  drop,  and  it  looks  like  the 
same  will  happen  to  college  educated 
women  soon  At  the  same  lime,  pro- 
ductivity IS  increasing  at  the  highest 
rales  seen  since  the  tiu  s  wages 
down,  productivity  up  —  ihai  simply 
isn't  the  recipe  lor  inflation 

Economists  difler  on  the  causes  of 
falling  wages  Immigration  and  lechni 
caJ  mncFvaiion  are  partly  responsible, 
bui  some  worldwide  trends  are  also 
behind  It  The  Communist  bloc  did  not 
run  very  good  economies  but  n  ran 
excellent  education  systems  One-third 
ol  humanity,  much  ot  it  skilled,  is  join- 
ing the  capitalist  world  If  some  ol  the 
wortd's  besi  ;^.nysicisis  can  be  hired  in 
Russia  lor  1100  per  month,  why  should 
anyone  pay  a  third-rate  American 
physicist  t50,000  a  year'' 

In  the  80's,  only  60  million  people  in 
Singapore.  Sooth  Korea.  Hong  Kong 
and  Taiwan  were  export -oriented 
With  Ihe  decline  of  stale  socialism  m 
East  Asia,  hundreds  of  millions  ol 
third  worlders    (two    billion    Indians 


and  Chinese)  are  going  to  be  joining 
them  Inflation  IS  going  lo  be  impossi- 
ble in  any  country  wub  open  borders 
lower-priced  goods  will  flood  in  from 
low-wage  countries 

In  addjiion.  the  layoffs  ai  big 
U  S  companies  with  high 
wages  and  good  benefits  are 
unrelenting  More  than  109,000 
jobs  were  cui  m  January;  ar 
record  Gelling  rehired  aUer 
being  laid  off  usually  means  a  cui  in 
pay,  and  the  compeniion  for  these 
lower-paying  jobs  drives  overall 
wages  —  thus  inflation  —  further 
down. 

Since  World  War  II,  American 
companies  have  typically  held  prices 
constant  or  even  raised  ihem,  while 
distributing  the  fruiis  of  productivity 
in  the  form  of  higher  wages  or  profits 
But  under  the  pressure  of  internation- 
al competition,  thai  svsiem  is  rapidly 
eroding  In  the  90's  productivity  gasBS 
will  lead  10  lower  prices,  not  wage 
increases 

Large  manufacturers  are  tor^g 
new  arrangements  with  their  suppli- 
ers For  example,  Chrysler  used  lo 
have  hundreds  of  suppliers,  but  it  has 
given  a  few  of  them  enclusive  rights 
to  supply  all  of  its  parts,  and  Chrysler 
engineers  will  give  ihcm  design  infor- 
mation In  exchange,  ihe  suppliers 
will  lower  their  prices  every  year  In 
such  scenarios,  the  manufactuiTTS 
will  in  turn  pass  their  savings  on  to 
customers  in  ihe  form  ol  lower 
prices 

Ai  least  one  member  of  fhe  Federal 
Reserve  Board  has  extolled  the  vfi*- 
tuesof  leroor  negafive  inflation  TTns 
Ignores  a  tenet  ol  capitalism  it  does- 
n't work  very  well  when  prices  are 
falling-  When  prices  fall  (and  many 
prices  must  fall  lo  have  zero  inllanon, 
since  some  pnces  will  always  be  ru- 
ing). Ihe  smartest  move  is  to  pos| 
pone  purchases.  With  prices  lower 
tomorrow,  only  a  fool  buys  loday  So 
investment  falls  as  people  forgo  W- 
irepreneurship  to  become  inactive 
rentiers  Money  in  the  mattress  be 
comes  the  only  smari  invesirri^/ift 
Deflationary  limes  are  tough  times' 
Yel  the  Fed  is  inicnt  on  killing  a 
very  weak  recovery  ihai  has  yet  to 
include  most  Americans  The  7  per- 
cent growth  rale  in  the  fourth  quarter 
of  1993  was  heavjtv  concentraied  in 
housing,  automobiles  and  business 
equipment  Hign  miereii  rates  wiii 
hurt  these  sectors,  and  the  Fad's 
large  rate  increases  have  hit  the 
economy  at  a  time  when  growih  [las 
already  slowed  dramatically 

Since  January,  mieresi  rates  on  JO- 
year  Treasury  bonds  have  risen  I  i 
percent  and  those  on  10- year  fixed  rate 
mongages  have  risen  1  5  perceni 
These  rales  did  not  soar  because  of 
worries  about  inflation  Rather,  they 
reflect  the  pavoff  that  investors  iwai 
demand  to  protect  themselves  from  a 
Fed  thai  thinks  inflation  is  about  lo  rise 
from  the  grave  The  Fed's  erratic  be 
havior  has  also  led  to  a  currency  crflis 
that  maue  necessary  Wednesday's  bil- 
lion-dollar  effori  to  protect  the  dollar 
While  nobody  has  ever  been  hurt  by 
ghosts,  investors  are  showing  that  thev 
have  real  reason  to  tear  a  ghost-bust 
mg  Fed 
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